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ENGLISH ECONOMISTS AND THE STATE-MANAGED ECONOMY’ 


JOSEPH A. SCHUMPETER 


I. INTRODUCTION 


N THE past, economic analysis has 
reaped rich harvests from English 
discussions of economic emergencies 
| such as the one about monetary policy 
| during and after the Napoleonic Wars. 
| Hence it is natural to ask what analytic 
| harvest England’s postwar problems and 


'the Labour government’s efforts to 
| grapple with them have produced. With 
_ Msignificant deviations, this essay is en- 
| tirely devoted to an attempt to answer 
this question. Readers will please bear in 
|) mind that this purpose places severe 


* A review article of the following works: 


| The Little Less, By A. S. J. Baster. New York: 
* Macmillan Co., 1947. Pp. 161. $2.00. 
| Central Planning and Control in War and Peace. By 
Sm Ourver Franks, K.C.B. Cambridge, Mass: 
Harvard University Press, 1947. Pp. 61. $0.75. 
| Ave These Hardships Necessary? By Roy Harrop. 
London: Rupert Hart-Davis, Ltd., 1947. Pp. 178. 
© gsnet. 
| Ordeal by Planning. By Joun Jewxes. New York: 
i Macmillan Co., 1948. Pp. 248. $3.75. 
| Planning ond the Price Mechanism. By James 
Epwarp Meape. New. York: Macmillan Co., 
1948. $2.50. 
Economic Problem in Peace and War. By LIONEL 
Rosains. New York: Macmillan Co., 1948. Pp. 
86. $1.50. 
___ Where no other title is mentioned, page references 
re to these works. A few other publications will be 
‘Mentioned in the appropriate places. 


restrictions upon my argument. Obvi- 
ously, economists’ reactions to the pres- 
ent course of events in any given country 
also offer other aspects, and among them 
several that may be more important or 
interesting than the one I have singled 
out. Moreover, we shall not be able to 
cover all that is relevant even to our 
restricted purpose. A great part—per- 
haps the chief part—of the contributions 
that English economists have made to 
economic analysis during the last few 
years consists in researches of the type 
that is best exemplified by national-in- 
come accounting and cannot be dealt 
with here. Finally, it will not be possible 
to do full justice to the publications listed 
in note 1, considered as individual per- 
formances. In partial atonement, I shall 
preface what I have to say by a brief 
paragraph of general description. 

Written by men of unquestioned 
standing, these books are all recom- 
mended, if recommendation be necessary 
at all, to the attention of the American 
professional and general public. Baster’s 
little essay is an excellent discussion of 
the various forms of restrictionism that, 
among other things, should also do good 
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service in classroom work.’ It presents 
succinctly one of the most important 
tendencies of our epoch and also shows 
that this tendency is not confined to the 
policy of any particular party. Sir Oliver 
Franks’s brief pamphlet consists of three 
lectures delivered at the London School 
of Economics. Mr. Harrod’s brilliant 
diagnosis of the English situation of 
roughly two years ago is all that we 
should have expected from a scientific 
economist of his rank and no longer 
needs any introduction: no reader can 
fail to derive pleasure and profit from the 
Ricardian trenchancy of its argument, 
whether or not he agrees with either the 
diagnosis or the theoretical background 
from which this diagnosis is derived. 
Professor Jewkes’s vigorous attack upon 
planning and planners reaches out to the 
fundamental questions of the capitalist 
order and therefore touches upon pres- 
ent vicissitudes within a wider frame; 
thus falling out of line with the rest, its 
weighty argument will have to be dealt 
with separately. Professor Meade’s ad- 
mirable book, barring some technical de- 
tails of relatively minor importance, 
might have been written by J. S. Mill 
and is “liberal-socialist” in the same 
sense as are the latter’s Principles, or as 
they would have been had Mill beheld 
the present situation. Evidently, there 
was plenty of reason for Meade to ask 
himself: “Am I a planner?’ Professor 
Robbins, in the little book that repro- 
duces the Marshall lectures delivered at 
Cambridge in the spring of 1947, moves 
far away from what I conceive to have 


2In particular, it has occurred to me that the 
little book might be especially useful in classes on 
economic theory, where it is impossible to go system- 
atically into contemporaneous fact, while it is highly 
desirable, at the same time, to enliven arrays of the- 
orems by well-chosen examples of factual patterns. 


3See R. F. Kahn, “Professor Meade and Plan- 
ning,” Economic Journal, LIX (1949), 1-16. 
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been his earlier moorings. English war 
economy receives all but unqualified 
commendation. Peace, as Franks points 
out on page 17 of his pamphlet, is indeed 
very different from war. But Robbins 
draws no very strong conclusions from 
this unchallengeable fact. He surveys 
possible courses of action during the 
transitional period with perfect detach- 
ment, givirig his due to every conceivable 
devil. In the end, professing himself “not 
yet” persuaded of the virtues of “collec- 
tivism,” he seems to envisage the “‘com- 
petitive order” as the eventual outcome 
of present vicissitudes. 

There is a reason weightier than con- 
venience of exposition for dividing our ar- 
gument into three parts, which we shall 
respectively identify by the headings 
“Socialism,” “Laborism,” and “Read- 
justment,” avoiding as much as possible 
the next to meaningless term “Plan- 
ning.’’* There is, or so I believe, a long- 
run tendency toward a genuinely social- 
ist organization of English society in the 
sense of an organization that vests the 
control (“ownership”) of means of pro- 
duction—the production program—and 
the claim to the imputed returns from 
means of production other than labor 
with a central agency of society, an 
agency that may, but need not, consist of 
government and parliament. From this 
tendency we must distinguish mere la- 
borism—much the same thing that or- 
thodox Socialists, with a derogatory con- 
notation, call “reformism”—which we 
define as a state of things in which labor 
is the ruling class and in which economic 
as well as any other policy is geared to its 
interests to the exclusion of all others, 
with the possible exception of the farm- 
ing interest. This pattern does not in- 

4See, however, Dr. Pigou’s interesting article, 
“Central Planning and Professor Robbins,” Econom- 
ica, XV (February, 1948), 17 ff. 
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volve the transfer of economic activity 
from the sphere of private to the sphere 
of public concerns or complete abolish- 
ment of private property in means of pro- 
duction. Something different again is the 
set of problems created by the war and by 
the necessity of readjusting the English 
economy to the conditions of the post- 
war world. Clearly, none of these three 
topics can be treated without reference 
to the other two: readjustment problems 
look very different to a society controlled 
by trade-unions and to a society con- 
trolled by the landed gentry and the 
“merchants.” And the given degree of 
the propensity to socialize—or, if you 
prefer, the given degree of decay of capi- 
talist society—makes a lot of difference 
in the extent to which, with more or less 
enthusiasm, the political world espouses 
reformist desires, from social insurance, 
housing subsidies, and so on down to 
gratis wigs. Nevertheless, there is point 
in keeping these three topics distinct, if 
only in order to show how they interact 
to produce the English problem. Failure 
to do so is perhaps the most important 
cause of the confusion that prevails in a 
confused discussion. 


Il. THE ISSUE OF SOCIALISM 


Many of us are in the habit of seeing 
nothing but tactics in the refusal of offi- 
cial and unofficial, Russian and non-Rus- 
sian, Communists to recognize anything 
specifically socialist in the policy or poli- 
cies adopted by the English Labour 
party ever since fifty-one Labour mem- 
bers took their seats, in 1906, on House 
of Commons benches. But if we define 
the structural idea of socialism as we did 
above and if we neglect the talk and the 
writings of intellectual henchmen and in- 
terpreters, we are bound to admit that, 
to this day, practically everything that 
has been sponsored, done, or proposed by 
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the Labour party qualifies, in fact, much 
better for the title of “laborism” than it 
does for that of “socialism.” This is obvi- 
ously true for the period before 1914, but 
it holds true also for the interwar period, 
when, both in office and out of office, 
the labormen simply “administered” or 
helped in “administering capitalism,”’ al- 
though they did so from their own stand- 
point and should receive credit instead 
of blame for it. The only question is how 
far this applies to the present Labour 
government as well. And, since we are 
now trying to abstract from laborite and 
readjustment policies, it might seem as if 
this question were raised only by the 
nationalization program. This program 
may, indeed, pass muster as a first step 
on the road to gradual or piecemeal so- 
cialization. But, so far, every item, even 
steel, has proved capable also of other 
motivations, that is, of motivations spe- 
cific to the sectors nationalized; and it 
would hardly do to accept such :neasures 
as the nationalization of the Bank of 
England—the Imperial Bank of Russia 
was a state bank—or the nationalization 
of railroads or of mining or of utilities 
and so on as proof positive of socialist 
intentions. It is true that the socialist 
aspect has been strongly emphasized. It 
is also true that the nationalization policy 
is coupled with an attitude toward pri- 
vate enterprise in general that amounts 
to sabotage (see below, Secs. III and 
IV). And, finally, it is true that laborite 
policies, though not necessarily socialist 
in themselves, may pave the way—the 
specifically English way—toward social- 
ism. Nevertheless, it is not on these 
grounds that the existence of a “tendency 
toward socialism” should be averred; we 
must go much deeper into economic and 
cultural processes if we are to find out 
whether such a tendency exists or 
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whether, to plagiarize the Times,5 the 
Labour government, like ail its predeces- 
sors, is merely seeking for a “habitable 
halfway house.” 

Frequently taking issue with the rea- 
sons which I have offered elsewhere for 
believing that during the last half-cen- 
tury England has, in fact, been slowly 
“maturing toward socialism,” Jewkes 
courageously raises the question of prin- 
ciple on a broad front.* He stoutly denies 
that the businessman is actually obsolete, 
a proposition which no serious economist 
and not even many governmental hewers 
of wood and drawers of water (and sala- 
ries) would assert, but which Jewkes de- 
molishes with a force all his own (chap. 
ii). He attacks at least some of the cur- 
rent slogans about monopoly (chap. iii)— 
though he accepts others readily enough 
—about mass unemployment (chap. iv), 
and about the comparative prosperity 
(chap. viii) and stability (chap. ix) to be 
expected from planned and nonplanned 
societies. He even—though somewhat 
hesitatingly—finds it “difficult to take 
seriously the theory of secular stagnation 
in the light of these conditions,” i.e., the 
conditions that prevailed in the United 
States in 1947 (p. 151). Throughout, but 
especially in chapter x, he puts upon the 
relation between private property and 
enterprise, on the one hand, and human 
dignity and independence—“‘freedom”— 
on the other, all the emphasis that, from 
his standpoint, it deserves. 

This, then, is a thoroughly honest, as 
well as able, book that speaks the ethos 
of free-enterprise civilization with no un- 
certain voice and should be studied, page 
by page, by every intelligent reader on 
this side of the Atlantic—by “radicals” 

5 As quoted by Jewkes, p. 12 n. 

6 This being a review article, if not a review, I do 
not feel free to reply to his courteous and interesting 


criticisms, though I fail to recognize my argument 
in the statements attacked. 
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and “fellow-travelers” even more than 
by those who already embrace the free- 
enterprise creed. I am sorry that I can- 
not leave it at this. Full allowance must, 
of course, be made for the popular pur- 
pose of the book, which in part explains 
that, in several points, Jewkes fails to do 
full justice to the possibilities of his own 
argument.’ But he seems to accept 
Keynesianism wholesale—more, at all 
events, than is justifiable at this hour of 
the day (see, e.g., p. 59) —without observ- 
ing that the popularity of Keynes with 
his (Jewkes’s) opponents is not without 
good reason.* And he says very little 
about the pivotal question of taxation 
(see below, Sec. IV), which need only be 
left as it is in order to make full and genu- 
ine socialism practically inevitable before 
long. If one weighs carefully this point 
and all the implications of a number of 
concessions which Jewkes makes or im- 
plies, one is left wondering whether the 
free-enterprise system that he visualizes 
is worth troubling about, while, on the 
other hand, the formidable task of recon- 
structing one that will work successfully 
emerges in its true dimensions. 

7 For instance, nothing more than correct theory 
is needed in order to make a much stronger case on 
the subject of “monopoly” than Jewkes presents. 
In a spirit of Gladstonian liberalism he fails to stress 
that “big business” is responsible for the standard of 
life which American labor has attained. Instead, he 
pays an unmerited compliment to the thoroughly 
irrational attitude toward largest-scale business of 
the American economists, public, legislation, judica- 
ture, and administration. 

* Similarly, Professor Robbins gives thanks to the 
late Lord Keynes—also, it is true, to Professor 
Robertson!—for having “awakened me from dog- 
matic slumber” (p. 68). Of course, nobody except 
Robbins himself can tell us whether he was dog- 
matically slumbering or not. However, I submit that 
such statements, if they are not to be misunderstood 
by future historians, should be more carefully 
phrased, or these historians will set down the current 
decade of English economics as an analogue to the 
period of post-Ricardian sterility, though they may 
be unjust in both cases. 
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Most English economists touch upon 
the socialist issue (in our sense) lightly or 
not at all. Robbins’ statement that was 
quoted earlier seems to express some- 
thing like a common opinion: there are 
very few straight socialists of scientific 
standing—TI do not count Meade as a so- 
cialist—still fewer thoroughgoing adher- 
ents of the free-enterprise system, and 
the majority is “not yet” convinced. But 
this is the hall mark of a transitional 
state. Of course, socialism may be de- 
fined in many ways other than ours. In 
popular parlance there are almost as 
many definitions as there are writers. 
Sir Stafford Cripps, for instance, so 
Jewkes reminds us (p. 210), has actually 
declared that “the prime principle of the 
socialism for which we stand lies not in 
the methods of organization of our so- 
ciety that we adopt but in the high pur- 
pose at which we aim.” If, however, we 
define as we did, then we arrive at a con- 
clusion that looks paradoxical at first 
sight: there is (if I am right) a long-run 
tendency toward socialism in our sense; 
laborism, as will be presently explained, 
is the method by which this tendency 
works itself out; but, so far as practical 
politics is concerned, there is for the mo- 
ment no socialist issue at all, or, if readers 
prefer, the specifically socialist issue per 
se is for the moment not on the political 
docket. Weaker, however, than the mo- 
mentary drive toward socialism is the 
resistance to it. 


tI. LABORISM 


In Europe, the English labor move- 
ment was the first to abandon socialism 
as a practical goal and to settle down toa 


_ *Of course, there are “individualist” diehards, 
like Sir Ernest Benn. But his Government to Death 
has not, so far as I know, evoked much response. 
See also the more business-like article by Lord 
Brand, “Private Enterprise and Socialism,” Econom- 
ic Journal, LVIII (September, 1948), 315 ff. 


consistent policy of improving labor’s 
position within the given framework of 
capitalist society. The present govern- 
ment and, except for readjustment, its 
policy are the logical outcome of a de- 
velopment that, asserting itself through 
trade-unionism, began with collective 
bargaining and with efforts to provide 
the funds for rudimentary social security 
and eventually established labor in the 
arena of politics, the decisive victory be- 
ing won by the passing of the Trade Dis- 
putes Act of 1906.'° Office and now not 
only office but also power have followed 
in due course. The interest of labor as a 
class rules supreme, and, of all that this 
implies, two things are particularly rel- 
evant to the economist’s professional 
concerns. First, the wage contract and all 
that hangs thereby have become a politi- 
cal affair and are no longer left to the 
forces of the market. The wage rate is a 
political datum and is to be protected 
and, so far as possible, augmented as a 
matter of course; other interests count 
mainly, if not wholly, only so far as their 
neglect can be shown to affect the labor 
interest injuriously, at least pro futuro. 
Second, taxation is again, as in the times 
of Louis XV, to produce a maximum of 
revenue for the benefit of the ruling class 
which, in this case, implies not only the 
possible maximum of public expenditure 
for the benefit of labor but also the re- 
duction to a minimum of incomes other 
than wages: laborism and not, as ortho- 


1° The Trade Dispute bill was the result of the 
report of a royal commission that was appointed in 
1903 when the Balfour government was in power. 
The attitude of the conservative party and of Bal- 
four himself is most interesting (see Mrs. Blanche 
E. C. Dugdale’s biography of her uncle [1937], ¢.g., 
II, 21). The act is a landmark because, relaxing the 
law of conspiracy as regards ‘ ‘peaceful picketing” 
and exempting trade-unions from liability in action 
for damages for torts, it was the first to recognize 
labor as a privileged class to which the law of the 
land was not to apply. 
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dox Marxists would have it, imperialism 
is the policy of the latest stage of capital- 
ism; labor has replaced Mme DuBarry. 

Of course, nobody can be blind to these 
facts. Economists have perhaps been 
slow in inserting them into their “general 
economics,” but they are recognizing 
some of them, indirectly at least, in one 
way or another, e.g., by reasoning on the 
assumption of the “downward rigidity of 
wages.”’ Moreover, in the case of the 
large contingent of laborite economists— 
and of all the Marxo-Keynesians—it is 
not surprising to find that those facts are 
tacitly accepted and that the economic 
problems that arise from them are dealt 
with according to the principle of letting 
sleeping dogs lie—the old slogans con- 
cerning the tyranny of the capitalist 
still doing duty whenever convenient. 
But our little sample does not contain 
any professed laborites or any Marxo- 
Keynesians. All the more interesting is it 
to notice that they, too, accept the prem- 
ises of laborism tacitly or all but tacitly. 
This is true even of Jewkes. But it is also 
true of Robbins, who does not seem to 
think it worth while to emphasize that 
the “competitive order,’ which he pre- 
fers “as yet” to collectivism, means not 
one thing but two: it undoubtedly means 
the proportionality of marginal rates of 
substitution and prices which pure com- 
petition (if it ever could exist) might be 
supposed to realize (in perfect equilib- 
rium, which never exists); but it also 
means a motive force which is bound to 
be ground into dust between the mill- 
stones of present wage and tax policies. 
Mead, whom it is a pleasure to con- 
gratulate on his success in presenting the 
mechanism of competitive pricing in an 
elementary form, does refer cautiously 
to “incentives’’—consideration of which 
even prevents him from giving unquali- 
fied support to Lady Rhys Williams’ 
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scheme of universal personal allowances, 
for which he displays much sympathy 
(pp. 42 ff.)—and even to various possi- 
bilities of improving the present situa- 
tion by tax reductions in the higher 
brackets," which is perhaps all that we 
are entitled to expect from a “socialist,” 
however “liberal.” But such _ ideas, 
though they do honor to his economist’s 
conscience, are all but completely snowed 
under by the articles of a fundamentally 
equalitarian creed and in practice spell 
acceptance of laborism, though not of 
genuine socialism.” Harrod displays no 
interest at all in the economic and cul- 
tural problems that laborism raises. I 
understand, however, that he holds the 
laborite creed with a vengeance—to the 
point, that is, of advocating complete 
elimination of income from interest. 
Again, this—minus the last-mentioned 
point—seems to express a well-nigh gen- 
eral opinion, and a fascinating sociologi- 
cal phenomenon to beot. Had we space, 
it would be interesting to trace back this 
preference of economists for a laborite 
civilization to Marshall, Cairnes, and so 
on, and to show how it acquired a sharper 
edge in the works of Pigou—to reveal the 
old and unbroken tradition that slowly 
gathered the force to overcome economic 
scruples, the only ones that Marshall and 
Cairnes ever had. But, preferences apart, 
one would think that there are purely 
professional problems incident to this 

™ On inheritance (pp. 47 ff.) he proves himself a 
particularly faithful pupil of J. S. Mill. 

* It is curious to note how impressions from past 
conditions survive. Throughout, Meade is seriously 
concerned about the objectionable existence of “the 
rich.” But there are probably less than a hundred 
people in England who after taxes receive an income 
of £6,000 (equal to less than half in 1914 purchasing 
power if an upper-bracket index of cost of living be 
applied) or more a year. This means that laborism 
has done full work—there are no rich people left ex- 
cept that owners of capital assets may still consume 
their capital, as Meade does not fail to notice with 
disapproval (p. 49). 
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laborite civilization—problems concern- 
ing England’s future, for instance—that 
should interest economists, at least with 
reference to a situation of suppressed in- 
flation. Pigou’s works might have pro- 
vided starting points. But there is little 
to observe of all this.** So, if critics find 
fault with the Labour government’s pol- 
icy of readjustment, they should not for- 
get that they accept its premises them- 
selves. 


IV. POSTWAR READJUSTMENT 


Thus the work of almost all English 
economists centers in the problems of 
postwar readjustment under the condi- 
tions set by the long-run tendency toward 
socialism (in our sense) and by the pat- 
tern of laborism rather than in the prob- 
lems of that tendency and of that pat- 
tern themselves. Both in its monetary 
and in its “real” aspects, postwar read- 
justment is a process that is well known 
to every economist. Modern analysis has 
a number of improvements to offer upon 
earlier views on the subject—most of 
them anticipated by the Atwoods and 
other writers of the nineteenth century— 
the practical upshot of which consists 
mainly in suggestions about how to miti- 
gate the jolt that inevitably accompa- 
nies the vanishing of the mirage of war 
inflation. But, substantially, those earlier 
views are as valid as they have ever been. 
We are not saying anything new when we 
state that England, unless she is able and 
willing to live indefinitely upon foreign 
aid, must, within the probable span of 
the Marshall plan, so adjust her econom- 
ic process as to make it produce the goods 
and services that she is going to consume 
plus the goods and services that will pro- 
cure her imports,’4 including in both 

As an example, I may, however, mention 
Pigou’s own article on “The Food Subsidies,” Eco- 
nomic Journal, LVIII (June, 1948), 202 ff. 


items the appropriate allowances for 
maintenace, renewal, and restocking. If 
there is to be any “progress” at all, 
something must be added for net invest- 
ment and capital export: the latter is 
even necessary in order to safeguard any 
status quo that might be decided on; or 
else this status quo, in an economy so 
largely dependent on international ex- 
changes, would be at the mercy of every 
untoward event that might occur. The 
“target practice” of the English govern- 
ment may or may not be wise or neces- 
sary; but, fundamentally, it does nothing 
but express these necessities. With intact 
capitalism all round, this process of read- 
justment along with the downward re- 
vision of consumption and the upward 
revision of production schedules would 
be largely “automatic” except in the 
spheres of money, credit, and public fi- 
nance, which bring to the fore the famil- 
iar conflict inherent in any treatment of 
inflationary situations: measures that are 
likely to bridle inflation are, at the same 
time, likely to bridle production." In the 
conditions set by the pattern of laborite 
society” a policy that runs exclusively in 

4 As Professor Jewkes has justly emphasized, the 
importance of the loss of British overseas invest- 
ments has been much exaggerated. Income from 
these investments was £205 million in 1938. In 1946 
it was £150 million. The difference is, in fact, 
“insignificant in relation to the real difficulties of the 
nation” (p. 215). 

**I have been much impressed by the superfi- 
ciality with which, both in England and in the 
United States, the problems of inflation are being 
dealt with. Everyone realizes, of course, that the old 
quantity-theory treatment is of little value. But few 
seem to realize that the modern treatment by means 
of income analysis is very little better. That is, few 
writers posit the true problem: How to adjust the 
economic process in such a manner as to make it 
cease to produce further inflation. This is illustrated 
by the sweeping condemnation by economists in 
both countries of all tax reductions whenever there is 
inflationary pressure. 

* This aspect has been well treated by W.A. 
Lewis, “The Prospect before Us,” Manchester School, 
May, 1948. 
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terms of money, credit, and taxation 
carries implications that may put it out 
of court.’? Hence, suppressing inflation 
by “direct controls,” that is, measures to 
enforce restriction of consumption and 
expansion of production in the bope that 
this would do something toward the 
gradual improvement of the situation, 
was all that it was possible to do immedi- 
ately—the rest must be achieved by care- 
ful and circuitous steering, if at all. And, 
allowing for the troubles, subterfuges, 
and phrases of the harassed politician, 
we may say, I conceive, that this is pre- 
cisely what has been done, at least since 
the balance-of-payments crisis of August, 


1947."* 
English economists have certainly not 


"1 Therefore, I find it difficult to understand 
Jewkes’s arguments on pp. 234 and 240 of his book. 
To eliminate inflation by withdrawing purchasing 
power by taxation (and also, we might add, credit 
restriction that means either rationing of credit or, 
temporarily, a very high interest rate) is feasible if 
there is something left to tax in industry or in the 
higher-income brackets. As it is, English industry 
does not look as if it could stand much more fiscal 
punishment (as will presently be emphasized again), 
and an increase of taxation of this kind is likely to 
have an inflationary effect (I am not sure that this 
does not also hold true of the credit restriction rec- 
ommended by Von Haberler in his brilliant review of 
Harrod’s book in Review of Economics and Statistics, 
XXX [May, 1948], 141-43). So we are left with an 
increased taxation of wages and farmers’ incomes or 
an equivalent reduction of welfare expenditure. But 
this would upset the comparative quiet in the labor 
market (even so, money wages keep on rising) and 
eventually lead to troubles, including open inflation, 
which I cannot imagine Jewkes is prepared to face. 
I take, however, the opportunity to point out that, 
under conditions of suppressed inflation, i.e., when 
existing masses of purchasing power l.ave not as yet 
taken full effect, there is an argument for (the right 
kind of) a capital levy that does not exist in open 
inflation. This has been partially recognized by 
J. R. Hicks (“The Empty Economy,” Lloyd’s Bank 
Review, n.s., No. 5 [July, 1947], pp. 10-11). 

*8 For a presentation of the case (more or less) for 
the government, see T. Balogh, “Britain’s Economic 
Problem,” Quarterly Journal of Economics, Vol. 
LXIII (February, 1949). As everyone knows, the 
hope that inflationary pressure would decrease has 
not been proved entirely futile; and restrictions are 
accordingly being relaxed gradually. 
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failed in their first duty to their country, 
which was to teach the ABC lesson, so 
sorely needed in an age of economic illit- 
eracy,”® viz., that the basic problem is one 
of domestic adjustment: the government, 
like all governments in such situations, 
has displayed an understandable procliv- 
ity to claim that everything, including 
their domestic economic policy, was for 
the best and ideally successful except for 
the evidently unconnected difficulties 
about the balance of payment, particu- 
larly the vexing “shortage of dollars.” 
With practical unanimity, economists ex- 
plained the error involved in this,?° and 
Harrod in particular must be singled out 
for admiring compliment for having 
bravely testified to the simple truth that 
“this allegation of a ‘world dollar short- 
age’ is surely one of the most brazen 
pieces of collective effrontery that has 
ever been uttered” (p. 43). A necessary 
qualification of this salutary lesson will, 
however, have to be mentioned below. 

But I have been surprised to find Eng- 
lish economists a/most equally unanimous 
in their disapproval of the government’s 
attitude toward investment. Harrod ac- 
tually went so far as to make retrench- 
ments in the government’s investment 
program the pivot of his recommenda- 
tions; I get the impression that, accord- 
ing to him, excessive investment is the 
main internal maladjustment and that 

*» The term is F. Graham’s (see American Eco- 
nomic Review, XX XTX [March, 1949], 553). 

#° This has been done by all our authors. But see, 
in addition, D. H. Robertson’s address on “The 
Economic Outlook,” Economic Journal, Vol. LVII 
(December, 1947), and Sir Hubert Henderson, 
“Cheap Money and the Budget,” Economic Journal, 
Vol. LVII (September, 1947). The refreshingly orig- 
inal articles by Meade on “National Income, Na- 
tional Expenditure, and the Balance of Payments,” 
Economic Journal, Vols. LVIIIL (December, 1048), 
and LIX (March, 1949), move on a level of analytic 


refinement higher than the literature under survey 
but must also be mentioned in this connection. 


* His advice has, in fact, been taken. 
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retrenchment on this item will remove 
balance-of-payments difficulties. Others 
go nearly as far, if not quite. Of course 
we must not overlook the fact that they 
all include in investment subsidized 
housing and other long-range provisions 
for consumer’s services and that, to this 
extent, their criticisms of the Labour gov- 
ernment amount to no more than partial 
recognition of the fact that England’s 
economy suffers from excess consump- 
tion and undersaving.” Also the charge 
against the government’s policy may 
simply reduce to malinvestment, but 
then it should be based upon the merits 
or demerits of each individual case and 
not be proffered in general. This includes 
cases in which the government under- 
takes or instigates capital outlays the 
rates of return on which do not cover at 
least the rate of interest that a free capital 
market would evolve. Perhaps this is all 
that is really meant. But then it should 
be made clear that the government is be- 


ing criticized on these grounds only and 
not because it undertakes or encourages 
genuine investments in the sense alluded 


=] fail to understand why English—and, still 
more, American—economists touch upon this sub- 
ject so gingerly, as if there were something improper 
in it. A man has tuberculosis or he has not. No wish 
to be tactful excuses the physician from recognizing 
the fact, if it is a fact. 

See, e.g., Hicks, in his otherwise excellent 
article already referred to (op. cit., p. 9): “One of our 
difficulties is that we have got into a state of mind 
which looks upon a major reconstruction of British 
industry as one of our major obligations. But, as 
things are, major reconstruction is not a thing which 
we can possibly afford.” As a result of my specula- 
tions on the question of how it was possible for one of 
England’s foremost economists to pen those lines— 
while he has nothing to say about outlay on beer—I 
have but one explanation to offer: an attack of 
Keynesian paralysis that prevented him from seeing 
anything except short-run expenditure effects. It is 
interesting to note that this particular distemper is, 
if anything, still more endemic in the United States, 
where Keynesians complained around 1946 about 
the capital outlays or programs of capital outlays of 
American corporations—though they also com- 
plained about steel shortage in due course. 
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to, which, though they may be inflation- 
ary in the short run, have the opposite 
effect eventually—even if they involve 
major reconstruction.** A labor govern- 
ment that is still more than are any other 
governments under the temptation to 
neglect its nation’s future deserves credit 
and not blame for its efforts to foster in- 
dustrial investment within the breathing 
space afforded by the Marshall windfall. 
In fact, we might expect criticism to run 
in the opposite direction; for the govern- 
ment, though it professes to foster indus- 
trial investment and in individual lines 
actually does so, at the same time com- 
pensates, perhaps overcompensates, this 
by depleting industrial capital through its 
policy of expenditure—mainly on the so- 
cial services and on food subsidies—and 
of taxation. The former will presently 
create an untenable situation, espe- 
cially if rearmament is to be taken seri- 
ously. The latter, quite apart from any 
question of incentive, dries up the only 
source—since there is no longer private 
saving to speak of—of noninflationary 
finance even for purposes of restocking 
and maintenance.** A volume would be 


24It has done so already (note added July rs). 

*s This is a simple consequence of applying high 
rates of taxation, without taking account of replace- 
ment costs, in and after an inflation. The profits tax 
and the taxation of undistributed profits, higher in 
any case than is compatible with keeping up venture 
capital in a world of rapid technological change, are 
in such situations increased much above their nomi- 
nal rates. Shortage of capital is therefore one, though 
not the only, reason why comparisons between the 
“productivities” of the industries of England and the 
United States, however much “corrected,” yield the 
familiar result. Of course, the tax situation per se is 
not much worse in England than it is here; and the 
radical outcry against the apparently high profits 
after taxes of American corporations may eliminate 
all the difference there is. But it needs no emphasis 
that similar policies may produce different results in 
countries so differently circumstanced. For a brief 
presentation of the English situation see, e.g., S. P. 
Chambers, “Taxation and the Supply of Capital for 
Industry,” Lloyd’s Bank Review, n.s. No. 11 (Jan- 
wary, 1949), Pp. 1-20. 
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necessary in order to establish these 
statements satisfactorily. The reader is 
requested to bear in mind that this is no 
part of the purpose of this essay. I have 
no wish to criticize, let alone to “proffer 
advice” to, anyone or any country. I 
merely wish to mention problems which 
there is sufficient prima facie evidence for 
believing to be interesting and to express 
astonishment at the relatively slight at- 
tention which they receive in the litera- 
ture under survey.” 

To return to the lesson in the economic 
alphabet. Economists who take it upon 
themselves to teach such unpromising 
pupils are naturally tempted to extol the 
powers of competitive pricing, Harrod 
and Meade being shining examples. Up 
to a point they are quite right, of course: 
everyone should know by now—or have 
Lange, Lerner, and a host of others really 
written to no purpose?—that there is 
nothing specifically capitalistic but only 
general economic logic about the price 
system that pure competition tends to 
establish in a near-equalitarian society 
and under approximately normal condi- 
tions (which include absence of rapid 
technological development). But not only 
the socialists of the old tradition and 

* But, as already pointed out, the question of in- 
centive fares better, though Hicks (of. cit., p. 8), 
after recognizing that English taxes on profits are 
“one of the factors making for low productivity,” 
arrives at the conclusion that, unless the total tax 
burden be reduced, any reduction “must be judged 
to be a wrong course.” I think that this judgment 
neglects the necessity for a proper division of labor 
between politicians and economists. Moreover, in 
the 1920’s, when a German Socialist (and Marxist) 
minister of finance, who was nevertheless a good 
economist, wished to give relief to the upper-income 
brackets, I remember having read in the (Marxist) 

of his party an article in which it was ex- 
plained that the income tax may become “the most 
terrible scourge” of the proletariat: it is not always 
so impossible, as we uncritically assume, to talk 
sense to organized labor. On the question of incen- 
tive, see, inter alia, S. P. Chambers, in Lioyd’s Bank 
Review, n.s., No. 8 (April, 1948), pp. 1-12. 
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people who are more conspicuous for 
their enthusiasm about “welfare” and 
“justice” than for their economic com- 
petence but also professional economists 
have felt that this lesson has gone too 
far.?7 And these are also right; for some of 
the exponents of free pricing fail to make 
clear to their readers—in one or two cases 
one has an impression that it is not quite 
clear to themselves—that the rosy propo- 
sitions about competitive pricing do not 
apply even in the rarefied air of pure 
theory without exceptions and qualifica- 
tions; that, if they are to apply to actual 
patterns and especially to the highly ir- 
regular pattern of modern England, this 
would have to be carefully established; 
and that, in particular, it will not do to 
accept “consumers’ sovereignty” as a 
noli me tangere. I think that both sides 
are missing a great opportunity for orig- 
inal contributions by dealing so cavalier- 
ly—and, in fact, with nothing but very 
old phrases—with these problems.”** We 


27 All “planners” felt like this, of course, but also 
others; see, e.g. Sir Hubert Henderson, “The Price 
System,” Economic Journal, LVII (December, 
1948), 467 ff. 

28Let me exemplify, by the last of our three 
points, the uncritical belief that so many seem to 
harbor in the virtues of consumers’ choice (and a 
similar argument goes for free choice of employ- 
ment). First of all, whether we like it or not, we are 
witnessing a most momentous experiment in mal- 
leability of tastes—is not this worth analyzing? 
Second, ever since the physiocrats (and before), 
economists have professed unbounded respect for the 
consumers’ choice—is it not time to investigate 
what the bases of this respect are and how far the 
traditional and, in part, advertisement-shaped tastes 
of people are subject to the qualification that they 
might prefer other things than those which they 
want at present as soon as they have acquired 
familiarity with these other things? In matters of 
education, health, and housing there is already prac- 
tical unanimity about this—but might the principle 
not be carried much further? Third, economic theory 
accepts existing tastes as data, no matter whether it 
postulates utility functions or indifference varieties 
or simply preference directions, and these data are 
made the starting point of price theory. Hence they 
must be considered as independent of prices. But 
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do not stand to learn novelties from 
either. We get plenty of sense, on both 
sides. But it is all old stuff, defended by 
analytic tools that were available a hun- 
dred years ago. 

This amounts to saying that the dis- 
cussion of England’s problems in general 
and of the state-managed economy in 
particular is unduly influenced, om both 
sides, by convictions that have become 
traditional. Also, it is unduly influenced 
by naive delight in planning—“which is 
such fun’—and downright bureausad- 
ism, on the one hand, and resentment of 
vexations and inefficient types of control, 
on the other. Jewkes devotes to a well- 
chosen selection of examples of this bu- 
reausadism some of the most effective 
pages of his admirable book” that have 
been conveniently overlooked by hostile 
reviewers. But, in spite of his protest 
against any distinction between planning 
and inept planning,*° we must recognize 
that, considered from the relevant stand- 
point—namely, the standpoint of the 
vested interests of the trade-unions—the 
Labour government’s planning, which is 
not more specifically socialist than the 
logic of free pricing is specifically capital- 
ist, cannot be pronounced a failure and 
that in the given conditions the necessity 
for planning or regulation cannot and 
should not be denied. As regards the 
first point, the fact is that labor has been 
carried through the national emergency 





considerable and persistent changes in prices obvi- 
ously do react upon tastes. What, then, is to become of 
our theory and the whole of micro-economics? It is in- 
vestigations of this kind, that might break new 
ground, which I miss. 

* See esp. pp. 217 ff., which should be made re- 
quired reading in any economics course. 

%* The methodological question of how far it is 
permissible to distinguish between any system and 
the miscarriages to which it is exposed is one that 
merits further study. Abuse of this distinction is an 
obvious danger. But its necessity is not less obvious. 





without unemployment, with rising real 
wages,* and with decreasing hours— 
and, if this is all that matters, it is no 
doubt possible to speak of success.” 

The second point is best illustrated by 
the import and export policy. It was, of 
course, a merit in the analysis of the 
early classics to have pointed out that, 
generally speaking and as a first approxi- 
mation, import restrictions and export 
bounties do not accomplish what they 
are intended to accomplish. But this first 
approximation neglected—in part, per- 
haps, for pedagogical reasons—all the ad- 
vantages that a nation may reap, in a 
disturbed and developing world, from a 
great many mercantilist tricks. In Eng- 
land’s present situation I, for one, find it 
difficult to accept, e.g., Harrod’s brief 
argument for all but unrestricted mul- 
tilateralism, nondiscrimination, and free- 
ly interchangeable currencies. Such ideas 
have their place, as have the high-sound- 
ing phrases of the Declaration of Policy 
in our own Foreign Assistance Act of 
1948.33 But there seems to be little point 

* This is very often denied on the formally cor- 
rect ground that, under rationing, indices lose their 
usual meaning. If, however, we analyze the main 
items that compose the workman’s standard of life— 
food and drink, shelter, wearing apparel, amuse- 
ments, health and educational services—the denial 
turns out to be entirely unjustified. The Economist's 
statements on the subject (see, e.g., the one of 
November 15, 1947) go rather far; but the facts pre- 
sented by so unchallengeable an authority as Dr. 
Bowley (London and Cambridge Economic Service 
[Special Memo. No. 50], May, 1947, and article, 
“Wages,” in the Service’s Bulletin of November 18, 
1948, pp. 133-34) tell no very different tale. Our 


own statement, however, also includes some items 
other than those that he considered. 


3 Much of the planning, of course, antedates the 
taking-of-office by the labor men. An example is the 
Special Areas (Amendment) Act of 1937. On this 
policy see Jewkes’s article in the Economic Journal, 
XLVIII (March, 1938), 142 ff. 

33 World-plan ideas, on the other hand, perhaps 
have no place at all in the practical sense. But they 
have at least the merit of having produced some- 
thing new and original, namely, Frisch’s proposals. 
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in losing contact with reality for their 
sake. As we have seen, England, her 
economic situation and social structure 
being what they are, cannot take the 
course that would have appealed to 
Ricardo. Instead, she has to maneuver 
back to a normal position by all the 
means at her command—credit policy, 
taxation, rationing, exchange and trade 
controls of all kinds, with devaluation, 
perhaps, as a final measure to help over 
the last few steps toward abandoning the 
discrimination against the dollar: her 
case is not one for specious simple 
measures 4 la Keynes. And among these 
means is mercantilist exploitation, with 
all the regulating or planning that this 
implies, of the strong or least weak points 
in her position. Governmental “bulk 
purchases” mean oligopsonistic gains; 
and, though the English oligopsonist 
may occasionally be worsted by the 
Argentinian oligopolist, he can in general 
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rely on the weakness of some countries 
and on the forbearance of others. Gains 
of this kind may not be great individu. 
ally, but they help somewhat. Nor is it 
necessary to consider such policies as 
mere temporary expedients. Some shaky 
“equilibrium”—if internal maladjust- 
ments are not too great—may be per- 
manently secured by them. And, much 
though I regret to have to say so regard- 
ing the work of fellow-economists whom 
I respect so highly, there seems to be 
hardly any writer who has built the 
analytic complement of all this or has 
made any comprehensive attempt to add 
to our analytic engine the new parts 
which it requires.* 

HARVARD UNIVERSITY 


34 This shows that analytic work is not, as some 
historians of economics would have us believe, ex- 
clusively conditioned by the analyst’s environment. 
For instance, Leontief’s work has been done in and 
for the United States, although, so far as practical 
application is concerned, there is more need and 
scope for itin England. 
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need to make explicit the insti- 
| tutional and theoretical assump- 
tions underlying the use of mone- 
tary-fiscal policy has been emphasized by 
postwar experience. On the one hand, we 
economists have failed to predict ade- 
quately the need for stabilizing policies 
or to prescribe satisfactory policies to 
maintain relatively full employment 
without inflation. On the other, as has 
recently been emphasized,” it seems dis- 
concertingly likely that, instead of guar- 
anteeing full employment without infla- 
tion, in a free society monetary-fiscal 
policy may well guarantee inflation with- 
out full employment because of the up- 
ward income pressures of monopolies and 
organized political power groups. Never- 
theless, co-ordinated monetary-fiscal pol- 
icy remains probably the most hopeful 
single weapon that we have against insta- 
bility of the traditional business-cycle 
type and against the waste of secular un- 
employment. 

This paper represents an attempt to 
clarify this problem by re-examining 
briefly the assumptions on which effec- 
tive monetary-fiscal policy must rest. It 
falls into two parts: (I) a suggested 
framework of certain fundamental as- 
sumptions on which any workable mone- 

‘I am indebted to Professors W. W. Cooper and 
0. H. Brownlee for helpful suggestions. 

* See, e.g., M. W. Reder, ““The Theoretical Prob- 
lems of a National Wage-Price Policy,” Canadian 
Journal of Economics and Political Science, February, 
1948; M. Friedman, “‘A Monetary and Fiscal 
Framework for Economic Stability,” American 
Economic Review, June, 1948; M. Bronfenbrenner, 
“Postwar Political Economy: The President’s 
Reports,” Journal of Political Economy, October, 
1948; and Bach, “‘Monetary-fiscal Policy, Debt 
Policy, and the Price Level,” American Economic 
Review, Proceedings, May, 1947. 
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tary-fiscal policy for the proximate fu- 
ture apparently must be built and (II) a 
tentative suggestion as to the type of 
policy arrangements toward which this 
reconsideration seems to point. 

To give substance to the concept of 
“effective” monetary-fiscal policy, a dual 
measure of success is adopted. We want 
continuous, reasonably full useful em- 
ployment (say, a floor of 3-4 million 
under unemployment in the United 
States), and a reasonably stable price 
level (excluding prices of productive 
services which could rise steadily with in- 
creasing productivity). Moreover, this 
dual goal, at least in the United States, 
must be achieved with minimal interfer- 
ence with the freedom of the individual 
through direct controls.? However un- 
reasonable this double goal, subject to 
the individual freedom constraint, may 
appear to the economic theorist, it is 
what people want. And they are unlikely 
long to be satified with less. Perhaps the 
goal is impossible, but at least we need to 
measure policy against it.‘ 


I. WHAT ARE VALID BASES FOR MONE- 
TARY-FISCAL POLICY? 


If the nearest possible approach to ef- 
fective monetary-fiscal policy is to be 


3 On this basis the present note is concerned with 
the possibilities of monetary-fiscal policy in a society 
in which extensive direct controls over wages, prices, 
etc., are excluded except as temporary expedients. 
See also n. 16. 

‘This statement of goals neglects the inter- 
national aspects of the problem. A goal of maxi- 
mum contribution to stability of the international 
economy, or to exchange stability, might be added, 
if this is desired; but much greater difficulty is faced 
here in obtaining a consensus as to the specific end 
desired. 
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achieved, it is essential to be clear as to 
the theoretical and institutional bases, or 
assumptions, on which policy can realis- 
tically be founded. I have suggested six 
below, without pretense of precision or 
finality of judgment, in each case indicat- 
ing briefly what would be the “ideal’’ as- 
sumption on which completely effective 
policy could be built. The assumptions 
could be listed quite differently, but this 
arrangement focuses attention on certain 
institutional factors which seem to me to 
deserve major attention. Assumption 1 
deals with the efficacy of monetary-fiscal 
action, assuming that the “‘correct”’ poli- 
cies are utilized ; the others deal primarily 
with our ability to prescribe and carry 
out the “correct” policies at the proper 
time.5 

1. The limited efficacy of monetary-fiscal 
policy.—To assure effective monetary- 
fiscal policy, monetary-fiscal action would 
have to be able to control within a nar- 
row range (say, +5 per cent) the level of 
national money income or gross national 
product, assuming that we knew just 
when to take how much of what policy 
action and could take it without delay or 
threat of negation from private pressure 
groups and monopolies in the economy. 
In fact, it is not clear that national 
money income could be so controlled 
even under these ideal conditions. The 
repeated “‘real” shocks from technologi- 
cal change, international politics, weath- 
er conditions, etc., may exert strong de- 
stabilizing pressures. The very process of 
economic growth appears to involve bas- 
ic “real” irregularities and bunchings 
which exert enormously strong pressures 
on the level of total spending. A shifting 
internal structure of costs and prices may 
exert pressures on total investment and 
consumption hard to offset by monetary- 


SAs listed, the assumptions are not entirely 
mutually exclusive. 
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fiscal measures alone. The highly volatile 
and crucial nature of inventory invest- 
ment is now widely recognized. 

For the policy-maker, recognition of 
such limitations on the efficacy of mone- 
tary-fiscal policy even under ideal condi- 
tions emphasizes the need to focus on 
checking major swings in income rather 
than aiming at every minor fluctuation. 
It also emphasizes the short-sightedness 
of permitting excessive preoccupation 
with the details and niceties of particular 
policies to stand in the road of their ac- 
ceptance if they promise useful perform- 
ance on a broader level.® If we try to 
achieve more than “reasonable” stability 
of national money income with mone- 
tary-fiscal policy, pending better diagno- 
ses and acquaintance with our tools, we 
are likely to be using a hammer when 
only a scalpel will do, with greater insta- 
bility the result of our excessive zeal. 

2. Imperfect wisdom in analysis and 
prediction For effective results the 
monetary-fiscal authority or rule must 
be able to analyze current developments 
and predict the future course of incomes, 
employment, and prices sufficiently well 
to provide the basis for forming the poli- 
cy decisions required to achieve assump- 
tion 1. If the “authority” approach is 
used, the crucial assumption is that ex- 
perts are (can be) wise enough in analysis 
and prediction to provide the necessary 
basis for the formulation of successful 
monetary-fiscal policy measures. Evalu- 
ations of the expertness of the experts in 
this area will vary. On the evidence as I 
see it, the record is unconvincing. Out- 
side the obvious case of inflationary war- 
time pressures generated by wartime fi- 

*For example, the objection to “‘price-level 
stabilization” that precisely the right index cannot 
be found to stabilize, and to “maintenance of full 
employment” that we cannot sharply define full 
employment, may become of relatively minor im- 
portance under this criterion. 
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nancing, it is hard to recall a single im- 
portant cyclical turn in the last quarter- 
century when economists have been con- 
spicuously successful forecasters; our rec- 
ord in recognizing promptly major 
changes in direction is not much better. 
And, unfortunately, in spite of steadily 
improving data and analytical and sta- 
tistical techniques, we now seem to be 
doing not a great deal better than we did 
ten or twenty years ago. Passing over the 
unfortunate experience of the post-V-J 
Day predictions, even since 1946 the pro- 
fession has been widely split during one 
of the major inflations of our history as to 
whether we should be acting vigorously 
to check inflation or preparing to fight 
depression just around a very near cor- 
ner.’ 

The “rule” approach, which utilizes a 
single guide to policy (e.g., some price in- 


7 It is true, of course, that the argument from his- 
tory may not be completely convincing. Economists 
in the past have had to use data and techniques 
inferior to those available now. And one may point 
to this or that economist or method that has suc- 
cessfully called one or more turns or has correctly 
predicted no turn; the “‘modern” method always 
looks best when we view the current scene, for 
obvious reasons. Perhaps X or Y has really hit upon 
a reliable method of prediction, but caution and the 
record suggest that we wait for better proof before 
being convinced that it is so (cf. Everett Hagen, 
“The Problem of Timing Fiscal Policy,” American 
Economic Review, Proceedings, May, 1948; and 
Leo Barnes, ‘‘How Sound Were Private Postwar 
Forecasts?” Journal of Political Economy, Vol. LVI 
[April, 1948}). 

It should be recognized, moreover, that success- 
ful performance would require not only quick 
ability to recognize important developments but 
also the courage to make analyses boldly as a 
basis for national policy. Many an economist who 
is willing to call the turns with confident precision 
from his ivory tower has developed a surprising 
degree of “‘iffiness” when put into a position of 
recognized responsibility for national policy. Not 
only is it human nature to want to be right before 
millions of people, but any responsible predictor 
must always remember that serious failure in only 
one or two crucial predictions may well discredit 
himself, the profession, and the whole monetary- 
fiscal approach. 


dex or the level of national money in- 
come), avoids some of this problem by 
taking a major guide which will presum- 
ably call for action only when the need is 
clearly demonstrated. But, here again, no 
evidence is available to support the ade- 
quacy of such a guide on more than a 
very general basis, and it is not clear that 
small variations in such an index might 
not be seriously misleading. 

To the policy-maker this means that 
any workable policy must be able to 
operate on highly imperfect signals for 
action. It must be susceptible of quick 
reversal. It must be such as to minimize 
the human dangers of seriously erroneous 
prediction in the imperfect state of our 
knowledge. If we are too slow, the dan- 
gers are patent. But if we are too fast, 
they may be almost as great. On smaller 
swings a strong monetary-fiscal cure 
may, through severe reversal of a minor 
movement, easily be worse than the dis- 
ease—and the problem is, How shall we 
tell in advance whether the disease really 
needs strong medicine? Contrary to 
standard prescription, very prompt, vig- 
orous action to check incipient booms 
and recessions may be the least wise poli- 
cy. “Wait a little and see before trying 
anything drastic” comes more readily 
from the present state of our analysis 
and prediction possibilities. 

3. Imperfect wisdom in policy forma- 
tion.—To ferret out incipient inflation or 
deflation is not enough. Once these devel- 
opments are recognized, the authorities 
must know what to do and how much of 
it. If a recession appears, is a combina- 
tion of a $3 billion bank-financed deficit 
and $1 billion of open-market purchases 
about what is needed? Will this prove to 
be the force that restores the waning in- 
flation, or will it prove grossly inade- 
quate to check the cumulative down- 
swing? Here, again, I think we must ad- 
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mit that we are not quite sure, in using 
most of the generally discussed tools of 
monetary-fiscal policy (open-market op- 
erations, government-expenditure poli- 
cies, particular tax changes, etc.), wheth- 
er we are swinging a sledge or only a 
hammer.* Thus a double danger looms 
up—that we may overshoot the mark 
and seriously reverse mild inflations or 
deflations or that we may do too little 
and let almost irresistible cumulative 
sweeps get well under way.’ 

Given our lack of clear empirical evi- 
dence or convincing deductive conclu- 
sions as to the potency of various mone- 
tary and fiscal measures under varying 
conditions, sound policy must be built to 
minimize the importance of this uncer- 
tainty. This points strongly in the direc- 
tion of policy arrangements that some- 
how minimize the danger of serious 
“wrong guesses” and that permit quick 
adjustments in case the estimate of either 
the situation or the policy results turns 
out to have been wrong. 

4. The likely importance of lags.—To 
achieve goal 1, the time lag between the 
need for stabilizing action and the stabi- 
lizing effect of the action taken must be 
so short that national income does not 
vary outside the limits of tolerance.’® The 
aggregate lag between the need for action 
and the stabilizing effect of action taken 
has three components: (a) the lag be- 
tween need for action and recognition of 
this need; (5) the lag between recognition 
and taking action; and (c) the lag be- 

§Witness the amazing disagreement among 
economists as to whether substantial central-bank 
open-market sales in the United States were too 
powerful a weapon to risk using against the recent 
inflation or such an unimportant weapon that the 
likely anti-inflationary effects did not justify even 
a small rise in Treasury interest costs or other minor 
disadvantages. 

* Witness, respectively, the role of fiscal policy 
in 1937 and the post-V-J Day inflation and 1929-32 
deflation. 
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tween action and its stabilizing results, 

Extended discussion here of these lag 
components would be superfluous." | 
think it is fair to say that, with our pres- 
ent analytical techniques and empirical 
information, we must be reconciled to a 
substantial lag on component a. On com- 
ponent 6, it is conspicuously true that 
getting action on fiscal policies is slow 
business. Congress’ recalcitrance on fiscal 
matters has driven many an economist to 
dismay ; central-bank action can be much 
more prompt, once the need is agreed on. 
But lag component c reverses this advan- 
tage. We suspect that the stabilizing im- 
pact of fiscal policy (especially expendi- 
ture variations) can be strong and 
prompt, since it bears directly on the in- 
come stream and (probably) on consum- 
er and business outlays; but the lag be- 
tween monetary action and its impact is 
one of the great unknowns of the profes- 
sion. Over all, therefore, there seems to 
be no apparent way, given present 
knowledge and institutions, in the Unit- 
ed States at least, to eliminate a substau- 
tial and unknown aggregate lag in the ap- 
plication of stabilizing forces to unstabi- 
lized situations. 

The policy implications of the lag prob- 
lem are similar to those of point 3 above 
—a more flexible machinery for altering 

In one sense this assumption would make 
assumptions 1 and 2 unnecessary. If the lag 
were short enough (say, only one week), how correct 
our predictions are on the need for action and on 
the results of different policy measures would not 
matter much, since we could always experiment, 
with the chance of altering policy in another experi- 
ment next week before things could get badly out of 
hand. Actually, fulfilment of this condition would 
not alone handle the problem, since it presumes 
that the legislature and the public would be willing 
to suffer with a policy which continually and un- 
predictably rocked the economic boat from side to 
side, even though the rocking seldom threatened 
complete capsizing. 

™ Cf. the more complete analysis of Friedman, 
op. cit., esp. pp. 254-58. 
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the government’s net contribution to the 
income stream and policy formation 
aimed at minimizing trouble from errors 
attributable to wrong-guessing on the 
length of the lag. 

5. The difficulty of obtaining adequate 
delegation of power.—For effective policy, 
adequate power must have been delegat- 
ed to the monetary-fiscal authority to 
take whatever monetary-fiscal action is 
required to achieve point 1. This is true 
whether the basic plan is for a discretion- 
ary authority or for a “rule,” since even 
under the rule the problem of implemen- 
tation remains to be handled on at least 
a semidiscretionary basis. 

Extensive (though far from complete) 
legislative delegation of monetary power 
to the central bank has been orthodox for 
many decades, and no major reversal of 
this situation appears imminent.” But to 
assume congressional renunciation of di- 
rect control over the power to tax and the 
power to spend, except possibly for some 
delegation of authority over timing of 
prearranged programs, appears to have 
little relevance to reality. Formulation of 
a workable monetary-fiscal policy must 
recognize the stubborn fact of congres- 
sional prerogatives. There appears to be 
little point for the foreseeable future in 
schemes that rest on an administrative 
authority delicately manipulating tax 
and expenditure rates, on the basis 
either of discretionary decisions or of a 
simple, definite rule. The problem is to 
devise a workable monetary-fiscal policy 
consistent with substantial legislative 
maintenance of present fiscal preroga- 

* Government ownership of central banks has 
generally left effective control to the executive 
branch of the government. Yet in the United States 
it is significant that the major point on which 
Congress has rebelled at giving more adequate 
monetary powers to the Federal Reserve System 
is where their powers begin to infringe on the federal 
budget through raising interest costs. 
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tives, looking hopefully toward a better 
day in the future. 

6. The basic importance of monopolies 
and other income-power groups for mone- 
tary-fiscal policy-making.—For effective 
policy the monetary-fiscal authority 
must operate without irresistible pres- 
sures from special interest groups (busi- 
ness, labor, agriculture) seeking to place 
their welfare above that of the general 
public. Furthermore, there must be no 
other, nonofficial contesting groups able, 
in fact, to control the level of income, em- 
ployment, and prices counter to the au- 
thorities’ policies. The importance of in- 
come-seeking power groups and monopo- 
lies as a barrier to full employment with- 
out inflation has been increasingly recog- 
nized in the past few years.*? Thus no 
elaborate restatement of the problem is 
required. The essential difficulty is 
(a) that organized labor, business, and 
other major power groups are now likely 
to exert strong expansionary pressure on 
governmental monetary-fiscal decisions, 
even when inflationary forces are strong, 
and (b) that upward income and price 
pressures by these groups cannot be ef- 
fectively resisted by a government whose 
monetary-fiscal guide is (openly or ap- 
parently) the maintenance of “full em- 
ployment,” so that repeated wage and 
price demands are increasingly likely to 
produce a stair-step or cumulative, fiscal- 
policy-aided inflation. Such inflationary 
pressure, moreover, may persist in the 
absence of anything like full employ- 
ment.** 

In such a setting it is clear that the 


13 See the references noted in the first footnote 
to this paper. 

4 Recognition of the importance of this force, 
therefore, of course does not necessarily imply 
the absence of intermittent p<-iods of “recession” 
or “‘depression” or of intermittent weakening of 
prices and wages in such periods, such as have 
commonly occurred in “‘business cycles.” 
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monetary-fiscal authority is by no means 
unchallenged as “the” monetary-fiscal 
authority—organized labor and business 
have virtually as much control over the 
level of employment and prices as does 
the official authority. The parallel to 
trilateral oligopoly in the market place is 
close; the levels of employment and 
prices are indeterminate and governed by 
trilateral bargaining, with a strong pre- 
sumption of upward-moving prices as 
money-income disputes are adjudicated 
upward at the expense of relatively fixed 
incomes. Actually, of course, society is 
far from being so simple, and there are 
many smaller power groups rather than 
three giants. Yet this simplified analogy 
has enough realism to be unpleasantly 
suggestive for the future. And the pres- 
ent monetary-fiscal policy-making pro- 
cedures (the committee system in Con- 
gress and generally diffused monetary- 
fiscal responsibilities) provide an ideal 
opportunity for pressure groups to ad- 
vance special interests without ever ex- 
posing the real issues to the public gaze. 

The crux of the matter is that the issue 
of income distribution (money and real) 
is shifted from the traditional textbook 
fragmented market place to a politico- 
economic arena in which the monetary- 
fiscal authority may be only one of sever- 
al powerful groups. As long as none of the 
nongovernmental power groups believes 
that the monetary authority will bail out 
unemployment or falling sales by expan- 
sionary monetary-fiscal policy, the fear 
of going “‘too far” and of inducing unem- 
ployment and depression is likely to 
moderate the struggle for income posi- 
tion and power. This seems clearly to 
have been the important restraining 
force to date. But, once the enormous po- 
tential power of monetary-fiscal expan- 
sion is widely recognized and its use gen- 
erally accepted, the pressure groups will 
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have little to lose from intermittent or 
continuous efforts to improve their indi- 
vidual income positions through wage- 
price pressures in the market place and 
through direct pressures on government 
for income-raising measures (e.g., farm 
income parity and the Guffey Coal Act). 
In a modern “democratic”’ state, it would 
be a remarkably insulated and politically 
insensitive monetary-fiscal “authority” 
indeed that would consistently permit 
the development of unemployment rath- 
er than expand purchasing power (and 
raise prices) to maintain total output and 
employment. 

The implicit neat separation in much 
of economic theory between distribution 
theory and monetary-fiscal theory can 
hardly be accepted as useful in the world 
of today, where politico-economic power 
groups are rampant and the potential ex- 
pansionary power of monetary-fiscal pol- 
icy is increasingly recognized. In a stand 
against inflation the monetary authority 
becomes, in effect, the protector of the in- 
come of a particular social group—the 
unorganized fixed income-receivers who 
are relatively helpless to protect their 
real income share against raids. In per- 
mitting higher prices with higher wages 
to maintain employment, the authority's 
weight is thrown the other way in the in- 
come struggle. 

Advocates of a monetary “rule,” as 
distinct from a discretionary “authori- 
ty,” argue that by adopting one stated, 
unambiguous guide to policy this prob- 
lem can be kept within bounds. But this 
solution is disarmingly simple. First, the 
rule must somehow be adopted. In such 
a legislative struggle the major organized 
income groups can be counted on to look 
out for their own interests. But at least 
the argument would be open to all to see, 
and the chance of subordination of the 
“public good” to pressure-group interests 
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(as so often occurs in the day-to-day 
making of ad hoc decisions) would be 
minimized. Second, once a monetary-fis- 
cal guide-rule is adopted, it will face the 
same income-group pressures as do 
“authority” approaches. A price level- 
stabilization policy, on the one hand, 
would insist on reasonable protection for 
the fixed-income groups against their 
more powerful competitors,"* but at the 
risk of intermittent or constant unem- 
ployment if power groups press or hold 
wages or prices above the levels consist- 
ent with full employment at the fixed 
price level. By removing the “safety 
valve” of price inflation, a price-stabili- 
zation rule would focus the income-power 
issue on maintenance of the price-stabili- 
ty rule rather than on the ad hoc decisions 
of the authorities; it would not remove 
the issue. On the other hand, “full em- 
ployment” (superficially the most ap- 


pealing) cannot be the rule upon which 
to face the income—power-group issue, 


since with a full-employment guaranty 
the compromise of inflation through as- 
sured monetary-fiscal expansion is al- 
ways available to resolve conflict. 

What monetary-fiscal policy can be 
built on this conflict-ridden foundation? 
In a vain endeavor to escape the dilem- 
ma, most economists still prescribe the 
standard discretionary authority whose 
tole is deftly to obscure the fact of con- 
flicting income claims behind the veil of 
money (with just a little inflation where 
necessary) and so to keep the various in- 
come-seekers happy. That this scheme has 
worked as well as it has as long as it has 
can but amaze most economists. But the 
struggle for power and income appears to 


” 


'S The once popular policy of “neutral money 
(commodity prices falling apace with increasing 
productivity) would guarantee an even better posi- 
tion to fixed-income groups, assuring them a share 
of the fruits of technological progress that they 
would not obtain under commodity-price stability. 


be swelling in intensity, and the war les- 
son that government deficit spending 
can, if necessary, create almost any 
amount of purchasing power in the mar- 
ket will not soon be forgotten. Under 
these circumstances, a discretionary 
authority that aims at fooling most of the 
people most of the time must prove self- 
delusive as a long-run policy, helpful as 
it may be in compromising explosive con- 
flicts until a more fundamental solution 
can be devised.” 

In a democracy where major power 
groups clash, no policy can long stand 
which does not command a substantial 
consensus from the citizenry. Ultimately 
there can be no continuing rule or 
authority beyond the strength that it 
commands through popular support. As 
a temporary expedient, “outbargaining”’ 
the various groups of the public may 
work satisfactorily for the monetary 
authority; but without a “religion” of 
money on which to anchor (often unrea- 
soning) public confidence and support, 
the policy if self-doomed. As Henry C. 
Simons has eloquently put the core of the 
issue: 

The modern test of truth [in public policy 
formation] is simply voluntary rational con- 
sensus. ... The good, progressive moral order 
must rest on intelligent consensus and on much 
the same kind of free, critical discussion as is 
involved in scientific inquiry. The social proc- 
esses of a free society are, if not infallible, the 

The other major alternative is the use of 
extensive direct controls over prices, wages, ma- 
terials, real investment, etc., to reconcile the aims 
of full employment and price stabilization by hold- 
ing down monopoly and pressure-group wages 
and prices directly. As indicated at the outset, this 
note does not deal with such policies. But one may 
note in passing the remarkable nalveté involved 
in believing that powerful interest groups will pas- 
sively let themselves be so restrained unless they 
are substantially convinced of the equity of the en- 
tire plan. Where direct controls over wages and 
prices would work effectively in peacetime they 
are likely not to be seriously needed. 
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only reliable means to moral truth and the best 
means to security under law.*7 


In the end, Simons must be right. 
Democracy’s greatest danger and its 
most pressing problem—the compromise 
of conflicting interests of minority power 
groups—can ultimately be faced and 
settled only on the grounds of a working 
voluntary consensus. Whatever the tem- 
porizing expediencies that may seem 
(and be) so important for the day, this is 
the direction in which monetary-fiscal 
policy must ultimately point if the cur- 
rent income struggle is not to destroy the 
hopes so widely held for a stabilizing 
monetary-fiscal policy. A workable sys- 
tem of monetary-fiscal policy in a democ- 
racy must be one in which wages (income 
claims generally) are, in fact, sufficiently 
stabilized to permit full employment 
without inflation, under the impact of a 
voluntary consensus of support for the 
stabilization plan. 


Il, THE ESTABLISHMENT OF POLICY ON 
VALID ASSUMPTIONS 


If the preceding analysis is substan- 
tially accepted, the implications for poli- 
cy formation are relatively clear. Stated 
in somewhat different order, workable 
monetary-fiscal policy must: 


a) Minimize the chances of serious human 
errors in analysis and action prescription, 
giving substantial weight to the uncertain- 
ties involved 

b) Minimize the aggregate lag between the 
need for stabilizing action and the stabilizing 
effect of the action 

¢) Be operative without much additional dele- 
gation of monetary-fiscal power by the legis- 
lature to administrative authorities 

d) Concentrate on maintaining stability of in- 
come within reasonable limits rather than 
attempt to offset all minor fluctuations 

e) Be able, at least as times goes on, to com- 
mand widespread moral support and thus 
serve as an effective compromise ground 


11 Economic Policy for a Free Society (Chicago: 
University of Chicago Press, 1947), pp. 8-9. 
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for the conflicting income-power groups 

prevalent in the modern economy (in other 

words, serve to remove the income struggle 
to grounds other than the exertion of pres. 
sure on monetary-fiscal policy) 

To design monetary-fiscal policy in ac- 
cordance with such realistic specifica- 
tions is the task which economists face if 
they are to provide relevant counsel. The 
following paragraphs outline briefly, for 
suggestive purposes, one possible two- 
part policy approach that might satisfy 
the specifications reasonably well, at 
least until the basic assumptions alter 
because of improving prediction tech- 
niques, changing legislative attitudes, 
lessened minority-group power, etc. The 
suggestion involves attempting to com- 
bine certain major advantages of two pre- 
viously suggested approaches—“ built-in 
flexibility” and a monetary-fiscal “rule” 
—while dropping certain aspects of each 
that seem unworkable in the light of the 
specifications suggested. 

Built-in flexibility —Specifications a 
and 6 point to the need for an “automat- 
ic” policy—automatic in _ indicating 
promptly the need for action and in pre- 
scribing the action to be taken. A policy 
so oriented has been widely discussed 
under the names “full employment budg- 
et balance” and “built-in budget flexibil- 
ity.”"* Under this proposal the desired 
volume of government expenditures on 
goods and services is determined on non- 
cyclical grounds. Then a tax system, re- 
lying heavily on taxes sensitive to income 
changes and calculated to finance this 
volume of spending at, say, a 95 per cent 
full-employment income level, is devised 
and enacted by the legislature. Regard- 


8 The most concise, complete, and theoretically 
explicit proposal is Friedman’s (op. cit.). Earlier 
proposals were made by B. Ruml and H. C. Sonne, 
Fiscal and Monetary Policy (“National Planning 
Association Pamphlets,” No. 35 [1944]), and the 
Committee for Economic Development, Taxes ond 
the Budget (1947). Friedman’s statement is the 
basis for the text comments here. 
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less of cyclical business fluctuations, the 
tax rates and government spending on 
goods and services are then left un- 
touched, except for periodic adjustments 
to allow for changes in the proportion of 
its real income that society wants to 
channel through the government. Under 
these circumstances a drop in income will 
lower tax yields and produce an automat- 
ic deficit as expenditures are maintained. 
The deficit will be financed by creation of 
new (central or commercial bank) mon- 
ey, automatically producing an expan- 
sionary pressure through both fiscal and 
monetary channels. A rise in income 
above the 95 per cent employment level 
will have the reverse effect, creating a 
surplus which will simply be destroyed 
(used to repay bank debt). This will be 
deflationary on both fiscal and monetary 
fronts. 

In its most “automatic” form,’® this 
proposal includes a predetermined plan 
to expand transfer payments (especially 
unemployment insurance) if income falls 
below the prescribed level. It also in- 
cludes 100 per cent reserve banking, so 
that the total money supply could and 
would change only with changes in the 
government deficit or surplus—i.e., only 
with changes in the level of national in- 
come above or below the prescribed 95 
per cent employment level. Thus discre- 
tionary monetary-fiscal decisions would 
be eliminated completely, except for the 
periodic decision as to the desired full- 
employment level of government spend- 
ing on goods and services and as to the 
corresponding tax structure. The system 
would be automatically self-stabilizing. 
It would avoid the dangers of human er- 
rors in prediction and policy formulation; 
it would be essentially foolproof against 
mistaken results counterdirectional to 
those needed; it would provide flexibility 


** As suggested by Friedman, op. cit. 
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as to direction and amount of action—all 
without appreciable risks of error. 

Such a policy of built-in flexibility 
would also be reasonably compatible 
with specification c. Though it would re- 
strict continuous legislative changes in 
tax and expenditure policies, at least it 
would involve no delegation of additional 
fiscal-monetary power to administrative 
authorities. Whether members of Con- 
gress in the United States or parliamen- 
tary bodies elsewhere could be convinced 
of the case for such a scheme for stability 
is rather doubtful. Certainly, they are 
not very likely to tie their hands com- 
pletely with such a plan. Still, steps in 
this direction would be helpful, and the 
general principle of only infrequent de- 
termination of “iull-employment” ex- 
penditure and tax levels might gradually 
be “sold” to legislators. 

The big difficulty with the plan, as its 
proponents and critics have readily 
agreed, is that its built-in flexibility may 
not be powerful enough to prevent ruin- 
ous depressions or inflations. The built- 
in stabilizers will work continuously and 
in the right direction, but there is no 
guaranty that they will hold fluctuations 
within any prescribed limits.”? Thus to 
pin complete support on such a policy 
could hardly be advocated; its advocates 
all admit that, if really serious fluctua- 
tions should nonetheless develop, rein- 
forcing discretionary measures would 
probably be wise. 

Moreover, once the legitimacy of 

2°Qn the other hand, most of the technical 
criticisms of the plan on this score (e.g., R. A. 
Musgrave and M. H. Miller, “Built-in Flexibility,” 
American Economic Review, March, 1948) appear 
to have underrated its potentialities because of their 
failure to recognize the self-correcting forces in- 
herent in a deflation-period rise (inflation-period 
fall) in the real value of cash balances and other 
liquid assets. For a more complete analysis of this 
aspect of the problem see Don Patinkin, “Price 
Flexibility and Full Employment,” American 
Economic Review, September, 1948, esp. pp. 547 ff. 
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throwing over the automatic policy in 
time of “‘serious stress” is generally rec- 
ognized, the policy’s usefulness for our 
specification e is very limited. Genuine, 
unswerving popular support for such a 
complex, indirect policy could hardly be 
expected. It provides little basis for for- 
mulation of stable business and consumer 
expectations. The scheme has little ap- 
peal as a “religion of money” or as a di- 
rect compromise ground for conflicting 
income interests except to professional] 
economists and intellectuals. Unfortu- 
nately, they are not the critical groups 
for this problem. 

A monetary-fiscal “rule.””—If we start 
our policy search at the other end—with 
our specification e—attention is focused 
on the need for a simple, appealing policy 
that can command widespread support 
and (if possible) understanding. Only 
such a policy can hope to resist the omi- 
nous monopoly, minority-group income 
struggle, by clarifying the issues and 
thrusting the income contest back into 
the market place or into open, visible 
political issues as the minority groups 
seek such special arrangements as farm 
and wage parity. 

Price-level stabilization is, as I have 
argued at length elsewhere,” as far as I 
can see the only available policy rule 
from which there seems to be much hope 
on this fundamental problem. Obviously, 
“full employment”’ per se cannot be used 
if avoidance of inflation is taken serious- 
ly. A stable dollar and a stable cost of liv- 
ing could provide a reasonable basis for 
stabilizing the creeping or stair-step in- 
flation that promises to characterize a 
society effectively cartelized in wide sec- 

Op. cit., and ‘“Rearmament, Recovery, and 
Monetary Policy,” American Economic Review, 
March, 1941; see esp. pp. 37-41 of the earlier article, 
which argues that the theoretical differences between 
price-level stabilization and other monetary “‘rules,” 
such as stable income per capita, are slight but that 


price stabilization presents very strong advantages 
on institutional and “practical” grounds. 
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tors of industry, labor, and agriculture, 
No one can reasonably expect self-re- 
straint from any one group when there is 
no guaranty that other groups will not 
capitalize on this self-restraint. It is only 
on the basis of some eminently reason- 
able, understandable “stabilizer” (basis 
for compromise) that real hope for an in- 
come truce can rest—not that income 
conflicts can be eliminated but that they 
can be confined to a reasonably manage- 
able area in the market or in open politi- 
cal struggle, where the raid of any mi- 
nority group must stand the test of 
legislative action and public opinion. We 
cannot expect to destroy or completely 
transform economic and political power 
in the modern world. In a democracy 
such as ours the main goal must be the 
stabilization of a set of “rules” within 
which the power conflicts can be resolved 
with a minimum of disruption and vio- 
lence. 

The specific hope of price-level stabili- 
zation is that labor, business, and agri- 
culture could be convinced of the wisdom 
and equity of a “‘reasonable”’ truce on the 
basis of a stable price level—that on the 
basis of a firm guaranty against over-all 
price and income deflation they could be 
persuaded that wages and incomes can 
rise only with increasing real produc- 
tivity, once full employment is reached, 
and that competitive income pressures 
thereafter inevitably mean either unem- 
ployment of inflation. If this recognition 
could be achieved and if public support 
for the stable-money plan could be at- 
tained (as should not be difficult after the 
painful oscillations of the past two dec- 
ades),” then public opinion, mobilized 

= The strongly ingrained popular belief that the 
inevitable result of inflation must somehow 
deflation, currently quite apparent among both labor 
and business groups, should not be overlooked as 
an important factor in building up popular support 
for any price-level stability scheme, whether the 
belief is rational or not. 
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behind a price-level stabilization policy, 
could exert enormous pressure on monop- 
oly or political power groups seeking spe- 
cial gains at the obvious expense of 
others in the community and of the gen- 
eral stabilization program.?? Complete 
agreement would not be needed, only a 
workable consensus. Our basic political 
constitutions were adopted and are 
maintained as working compromises of 
sharply conflicting interests; scarcely any 
law or administrative practice commands 
absolute unanimity. Reasonable agree- 
ment among reasonable men is the es- 
sence of liberty and democracy. 

But price-level stabilization, too, has 
serious failings. Its full implementation 
would require extensive congressional 
delegation of fiscal power to the adminis- 
trative authority; its signals for correc- 
tive action would probably be only mod- 
erately satisfactory as to timing; it 
might in practice be excessively occupied 
with correcting small variations in the 
price index; it prescribes no implementa- 
tive measures. Clearly, this policy would 
conform only moderately well to our 
basic specifications, great as are its po- 
tential advantages under e. It is weakest 
where automatic budget flexibility is 
strong; strongest where the flexibility 
plan is weak. 

Built-in flexibility and band stabiliza- 
lion—What we need for a workable 
monetary-fiscal policy is some plan that 
combines the “technical” advantages of 
the built-in budget flexibility approach 
with the basic politico-economic promise 
of price stabilization. In fact, the two ap- 
proaches turn out to have a remarkable 

* A. P. Lerner has suggested that price stabiliza- 
tion be combined with a national wage policy under 
which arbitration procedures would use as a com- 
pulsory guide prescribed rates of wage increases 
consistent with general price stability (“Money as a 
Creature of the State,” American Economic Review, 
Proceedings, May, 1947). This would, he feels, help 
to clarify the rights and responsibilities of the vari- 
ous income groups under such a plan. 
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degree of complementarity. A joint poli- 
cy might well operate, with reliance on 
the principles of built-in flexibility, as 
long as some acceptable price index did 
not vary outside, say, a band of go to 
110.74 Thus all smaller fluctuations, on 
which a rigid price-stabilization rule with 
discretionary implementation would risk 
erroneous performance, would be handled 
within the relatively foolproof built-in 
flexibility plan. But if a really serious re- 
cession or inflation should nevertheless 
develop, driving the price index sharply 
up or down, at the prescribed limits an 
automatic signal for reinforcing discre- 
tionary policy would be given. At this 
point, it is important to notice, direction- 
al errors from discretionary policy are 
quite unlikely, since the recession or in- 
flation is already well developed, and at 
this point reinforcing policy is clearly de- 
sirable on its own merits.” 

With these “technical” advantages, 
the combination would also retain the 
major advantages of price stabilization 
as a basic monetary truce, subject to a 
“reasonable” degree of flexibility that 
would presumably appeal to both laymen 
and professional economists. The sub- 
stantially stable price level guaranteed 
would provide a reasonable basis for 
stable monetary expectations. And to at- 
tain all this, Congress would not be called 
upon to delegate any monetary-fiscal 
powers not already delegated. It would be 
asked only to return to a full-employ- 
ment-level balanced-budget policy (so 

24Qne might argue that the rate of change of 
prices rather than the level would be the appropriate 
indicator of when the bounds of tolerance were 
passed. Thus one might say that, whenever prices 
rose or fell more than 1 per cent monthly for three 
months, the limits of tolerance were passed. But 
the gains from such superiority, however real, 
appear to bulk small against the loss of directness 
and simplicity involved. 

2s The main problem would arise if prices tended 
as a standard matter to bump along against the 
top of the band. 
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near to fiscal orthodoxy), except when 
the price-level guide clearly indicated the 
need for major countercyclical action. At 
that time, Congress could be trusted, if 
ever, to enact budget policies with the 
right general effect. Once the price in- 
dex was back within bounds, the need for 
discretionary countercyclical budget pol- 
icy would be past, as evidenced by an un- 
ambiguous policy guide. Congress would 
thus be asked to violate—and would be 
publicly justified in violating—the canons 
of “sound” fiscal policy by conscious 
budget unbalance only under the emer- 
gencies evidenced by very substantial 
price (and income) fluctuations. Lastly, 
appropriate emphasis would be placed on 
the problems of handling minor and ma- 
jor fluctuations; an attempt would be 
made automatically to offset small fluc- 
tuations, but discretionary protection 
would be reserved for major fluctuations. 

Moreover, such a two-part policy 
would lend itself to gradual, “‘reason- 
able” introduction. Except for 100 per 
cent reserve banking, all the basic ideas 
in the plan are commonplace and proba- 
bly acceptable in at least a general way 
to both professional economists and lay- 

* When the signals are this unambiguous, dele- 
gated power in the hands of an administrative body 
would be preferable in terms of quick, efficient 
utilization of monetary-fiscal measures. Moreover, 
with an administrative body deputized to use 
monetary-fiscal policy freely to bring the index 
back within the allowed limits and specifically re- 
sponsible for this function, there would be less 
danger of Congress’ continuing to try actively to 
act countercyclically after built-in flexibility should 
again take over. As W. W. Cooper has emphasized 
(“Some Implications of a Program for Full Employ- 
ment and Economic Stability,” Political Science 
Quarterly, June, 1948), a large, bicameral legislature 
such as Congress is an innately inefficient body to do 
the actual governing of the economy; rather, it can 
efficiently make only the general rules of government 
and maintain aclose investigative check on the actual 
governing activities of the administrative branch 
of the government. Still, congressional counter- 
cyclical action under the conditions specified in the 
text should promise substantial improvement over 
the present “‘ruleless” arrangements. 


G. L. BACH 


men.?? No one wants sharp inflations or 
deflations; no one in his senses believes 
that we can prevent every minor business 
fluctuation through monetary-fiscal poli- 
cy; no one likes the idea of continuous 
unpredictable changes in tax rates and 
government expenditure policies. Yet 
most people are now reconciled to the 
moderate use of fiscal-monetary policy to 
combat business fluctuations; and most 
people would like to see countercyclical 
monetary-fiscal policy further “out of 
politics” than it is now. Most important 
of all, power groups are with us to say, 
politically and economically; and most 
individuals at heart do, I think, want to 
stand firm for the public welfare against 
damaging group income raids, if only 
they can see clearly what is the public 
good and what raiding is being attempt- 
ed by minority groups. 

The policy outlined is a far from per- 
fect plan. Its main purpose is to suggest 
directions along which fruitful policy de- 
velopment may lie, combining realism as 
to politico-economic institutions with 
reasonable conformity to the dictates of 
monetary-fiscal theory. Few policy pro- 
posals that require a revolution for their 
introduction are proximately useful. A 
congressional resolution accepting the 
principle of moderate built-in flexibility 
plus the intention of holding the (some) 
commodity price level within some mod- 
erate range such as go-110 of “normal” 
is not at all difficult to conceive. One of 
this policy’s greatest advantages is that 
its very simple, homely aspects which 
might obtain greatest popular and gov- 
ernmental support are those which are, 
in fact, steps in the right direction as seen 
by the professional economist. 

CARNEGIE INSTITUTE OF TECHNOLOGY 


27 And the plan would be workable, though less 
automatic, with the present fractional reserve 
banking system. The major portion of the roo per 
cent system gain could be attained at reserve re 
quirements substantially below 100 per cent. 
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ever evoked more controversy 

among reputable economists than 
did the International Monetary Fund 
following the Bretton Woods Conference 
in 1944." In view of its stormy introduc- 
tion, it may be worth while to review the 
operations of the Fund during the three 
years since its inauguration in March, 
1946. 

Of the various criticisms advanced at 
the time that the Bretton Woods Act 
(July, 1945) was passed, some have 
proved to be unfounded or irrelevant; 
whether others were justified depends 
upon the criteria employed in judging 
Bretton Woods in operation.’ Although 
most students would concede that the 
Fund has made a significant contribution 
to international economic relations, it is 
equally clear that the hopes and promises 
of its founders at the Bretton Woods 


‘For a symposium of divergent views with re- 
spect to the Monetary Fund, including those of 
Jules I. Bogan, Alvin H. Hansen, E. W. Kemmerer, 
Jacob Viner, Ray B. Westerfield, and John H. 
Williams, see International Financial Stabilization 
(New York: Irving Trust Co., 1944). 

*Some important American criticisms were: (1) 
the Fund’s resources would be abused, and it would 
quickly be drained of all its dollars; (2) the Fund 
promises too much, since its resources are too small 
for the realization of its objectives; (3) the Fund 
does not provide for an automatic two-way adjust- 
ment of the balances of payments of members; 
(4) the United States should concentrate, first, on 
achieving convertibility of the pound sterling at a 
stable dollar rate. British and Continental critics 
emphasized the insufficiency of the Fund’s resources 
and the failure of the Articles of Agreement to place 
definite obligations on creditor countries. Perhaps 
the most vocal of the European critics were those 
who objected to a system of world-wide multi- 
lateral payments or believed its introduction within 
4 short period after the war to be premature. 


= international undertakings have 


Conference have not been realized. If 
little progress has been made toward the 
realization of the fundamental aims of 
the Monetary Fund, the principal reason 
is the postwar economic and political en- 
vironment in which the Fund has had to 
operate. International conventions and 
institutions have little influence over the 
basic structure of the world economy; 
they must operate within a given eco- 
nomic framework as determined by the 
decisions of sovereign states in response 
to fundamental economic, social, and 
political forces. Hence the success of the 
Monetary Fund should not be measured 
simply in terms of the objectives which 
its founders hoped might be realized 
within a preconceived economic and po- 
litical framework. One must judge the 
contribution of the Fund toward the so- 
lution of the problems presented by the 
world in which it has had to operate. 
Therefore, an important measure of the 
success of the Fund will be the extent to 
which it has been able to adapt its pol- 
icies and operations to the needs of a 
world differing from that originally con- 
ceived by the authors of the Fund Agree- 
ment.’ 

The Monetary Fund is well estab- 
lished as the leading institution for inter- 

3I shall not attempt to provide a systematic 
analysis of the Articles of Agreement as drafted at 
the Bretton Woods Conference, for adequate dis- 
cussions are to be found elsewhere. See, e.g., George 
N. Halm, International Monetary Cooperation 
(Chapel Hill: University of North Carolina Press, 
1945); see also E. A. Goldenweiser and Alice Bour- 
neuf, “Bretton Woods Agreements,” Federal Re- 
serve Bulletin, XXX (September, 1944), 850-70; 
also Alvin H. Hansen, America’s Role in the World 
Economy (New York: W. W. Norton & Co., 1945). 
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national monetary co-operation and, in 
my opinion, is perhaps the most success- 
ful of our postwar international agencies. 
Whether the Fund should exist is no 
longer a significant question, unless one 
doubts the value of instruments for in- 
ternational economic co-operation in 
general. What is significant is how the 
Fund can best serve the community of 
nations either within the terms of its 
present charter or under an amended 
version. It is the purpose of this article to 
review the principal activities of the 
Fund and to suggest possible courses of 
action to render it more effective in the 
realization of its fundamental purposes. 


ESTABLISHMENT OF INITIAL PARITIES 


The Articles of Agreement provide 
that, before the Fund can begin to sell 
foreign exchange to its members, the 
original members must communicate to 
the Fund the par values of their curren- 
cies based on the rates of exchange pre- 
vailing sixty days before the entry into 


force of the Agreement. If either the 
member or the Fund finds this rate un- 
satisfactory, a new par value must be 
agreed upon by the Fund and the mem- 
ber before transactions with that mem- 
ber can begin.‘ On December 18, 1946, 
the Fund announced that it would begin 
exchange transactions on March 1, 1947. 
The initial par values of thirty-two cur- 
rencies were certified by the Fund, while 
Brazil, China, the Dominican Republic, 
Greece, Poland, Uruguay, Yugoslavia, 


4 An exception is provided in the case of mem- 
bers whose metropolitan territories have been 
occupied by the enemy, giving the member the 
right to postpone final determination of its par 
value. Limited exchange transactions with the 
Fund are permitted until the par value is formally 
established, but only under conditions prescribed by 
the Fund. Members whose metropolitan territories 
have not been occupied by the enemy may postpone 
by agreement with the Fund the establishment of 
their parities but cannot draw on the resources of 
the Fund before the parity is determined. 


France in respect of French Indo-China, 
and the Netherlands in respect of the 
Netherlands Indies requested postpone- 
ment of the final determination of pari- 
ties. 

No doubt many people were surprised 
that the Fund had accepted all the par- 
ities which were proposed by its members 
on the basis of their exchange rates pre- 
vailing in October, 1946. In view of the 
economic developments of the war and 
postwar period, it was most unlikely that 
the existing exchange values of the cur- 
rencies of all thirty-two countries could 
meet the test of careful investigation. Of 
the thirty-two par values accepted by the 
Fund, about half were approximately the 
same or higher than they had been in 
September, 1939, and only one (the 
French franc) was less than 50 per cent of 
its September, 1939, value. On the other 
hand, prices in many of these countries 
had increased from 300 to as much as 
1,000 per cent since before the war. It 
appeared evident, therefore, that the 
Fund, in agreeing to the initial parities 
of its members on the basis of current ex- 
change rates, had made no attempt to 
establish a new pattern. The reasons for 
this fundamental policy decision by the 
Fund warrant detailed consideration. 

In its report concerning initial par 
values the Fund pointed out, first of all, 
that “the major significance of the pres- 
ent step is not in the particular rates of 
exchange which are announced, but in 
the fact that the participating nations 
have now fully established a regime 
wherein they are pledged to promote ex- 
change stability, to make no changes in 
the par values of their currencies except 
in accordance with the Fund Agreement, 
and to assist each other in attaining the 
general objectives of the Fund.” The re- 


Annual Report of the Executive Directors for 
the Fiscal Year Ending June 30, 1947 (Washing 
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port goes on to state that, while “at the 
present exchange rates there are substan- 
tial disparities in price and wage levels 
among a number of countries, . . . such 
disparities do not have the same signifi- 
cance as in normal times.” 

The Fund evidently believed that sta- 
bility of exchange rates was more signifi- 
cant than an appropriate rate pattern. 
Many difficulties would have confronted 
the Fund had it called for a general re- 
alignment of exchange rates; but whether 
exchange stability was of major signifi- 
cance in 1946 is open to question. Com- 
petitive exchange depreciation and un- 
stable rates have scarcely been a prob- 
lem during the postwar years, let alone 
one of major significance! With exchange 
rates being fixed almost universally by 
governmental decree, the problem has 
been one of determining by co-operative 
action an appropriate pattern which will 
facilitate economical trade. While the 
Fund may have been correct in its view 
that December, 1946, was not the proper 
time to press for exchange-rate adjust- 
ments, its defense of the appropriateness 
of the existing structure may be open to 
question. 

In establishing its case for not requir- 
ing a readjustment of exchange rates, the 
Fund stated that, under present condi- 
tions, wage and cost disparities do not 
have the same significance as in normal 
times, since for most countries “exports 
are being limited mainly by difficulties 
of production or transport, and the wide 
gaps which exist in some countries be- 
tween the cost of needed imports and the 
proceeds of exports would not be appreci- 
ably narrowed by changes in their cur- 
rency parities.” One must admit that for 
many countries, especially those whose 
economies were severely disrupted by the 
war, equilibrium rates in the sense of 


ton, D.C.: International Monetary Fund, 1947), 
Appen. X, 


those which would establish equality be- 
tween exports and imports of goods and 
services would be undesirable under ex- 
isting conditions. Equilibrium for these 
countries could be realized only at the 
cost of politically intolerable living 
standards, the postponement of the most 
urgent reconstruction projects, and per- 
haps a diversion of resources to the ex- 
port market which ought to be employed 
for rebuilding war-torn economies. But 
may not the existence of substantial dis- 
parities in international price-and-cost 
structures hamper the eventual re-estab- 
lishment of equilibrium through its 
effects on investment and the allocation 
of resources? Unless one is prepared to 
argue that governmental controls should 
entirely replace cost-price relationships 
in the determination of what and how 
much countries should export and im- 
port, exchange rates do influence the 
character of production and trade. An 
appropriate pattern of rates is a neces- 
sary condition for the recovery of world 
commerce along economic lines.* More- 
over, the fact that a country could not 
appreciably expand its total exports in 
the short run by exchange devaluation 
does not preclude the possibility of a 
shift in the direction of its exports. To 


*The following quotation from the excellent 
report of the United Nations’ Economic Commis- 
sion for Europe entitled A Survey of the Economic 
Situation and Prospects of Europe (Lake Success, 
N.Y., 1948) illustrates this point: 

“On the side of exports, the overvaluation of 
currencies and/or the pressure of internal demand 
must have been largely responsible for the effect 
described earlier, namely, that the recovery of 
exports of European countries has generally lagged 
behind the recovery of their production. In coun- 
tries with overvalued currencies and open inflation 
this operated through a reduced demand for their 
exports in the so-called hard currency areas, and the 
consequent diversion of exports to other areas with 
similarly overvalued currencies [p. 8o].... In- 
flation and the associated overvaluation tends to 
render luxury goods unsaleable in the more com- 
petitive of those overseas markets in which they 
could earn hard currencies” (pp. 100-101). 
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argue that, because a country is not at 
present able to achieve equilibrium in its 
balance of payments, an adjustment of 
its exchange rate is ipso facto unnecessary 
or undesirable is to ignore a whole range 
of considerations for which the value of 
its currency is highly significant. 

Before leaving this discussion of the 
Fund’s report on initial par values, con- 
sideration must be given to the state- 
ment that “for many countries now 
concerned with combating inflation there 
is a danger that a change in the exchange 
rate would aggravate the internal tend- 
encies toward inflation.” It may be ar- 
gued with some justification that deval- 
uation should not be undertaken until a 
country has achieved a certain degree of 
internal stability, since further increases 
in domestic prices and costs would soon 
nullify any improvement in the trade 
balance achieved by the devaluation. 
Where a substantial amount of inflation 
exists, devaluation must therefore be ac- 
companied, if not preceded, by vigorous 
deflationary measures. Although the tim- 
ing of the devaluation may be a matter of 
considerable significance in a stabiliza- 
tion program, continuation of an over- 
valued rate may interfere with the pro- 
gram by adding to the amount of latent 
inflation or increasing monetary demand 
for unrationed commodities. 

Since the inflationary argument is fre- 
quently employed by countries which 
have already achieved a reasonable de- 
gree of domestic stability, it is worth 
examining in some detail. First of all, we 
must distinguish between (1) countries 
which are in disequilibrium solely be- 
cause inflation has brought about an ex- 
cessive demand for both imports and 
home-produced goods and (2) countries 
with impaired productive facilities or in 
which other circumstances, such as a sud- 
den shift in conditions of world demand 


and supply, have necessitated a funda- 
mental change in the structure of their 
economies. In the case of the former 
countries the argument against devalua- 
tion because it is inflationary is a plea for 
the continuance of disequilibrium by 
means of trade controls and an isolation 
of the domestic price structure from 
world prices. Continued overvaluation 
of the currency under these conditions 
means a substitution of rationing of im- 
ports for the limitation of demand 
through permitting prices to rise to equi- 
librium levels. In fact, in the absence of 
effective price controls over imports, the 
result may be excessive profits for the im- 
porters, representing the difference be- 
tween the cost of importing and the com- 
petitive price for the rationed article. 
Where the prices of restricted imports 
are controlled, the effect of currency 
overvaluation is to increase inflationary 
pressures on home-produced commodi- 
ties through what amounts to a subsidy 
on imports. Although upward revisions 
of wage rates and other costs may be 
temporarily avoided by subsidies, price 
controls, and rationing, the result is 
achieved at a cost of strict governmental 
controls over consumers and producers. 
Where disequilibrium is the result of 
fundamental structural factors, as is the 
case, for example, with most of the ERP 
countries, the problem is more complex. 
Devaluation of a currency to a level 
which would provide a demand for ex- 
ports in amounts which it would be 
either impossible or undesirable to sup- 
ply should certainly be avoided. On the 
other hand, the existence of gross dispari- 
ties between levels of prices and wages at 
home and abroad which interfere with 
the proper development of exports either 
by limiting demand or by discouraging 
the flow of resources to the export indus- 
tries is not consistent with economic re- 
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covery and progress toward eventual at- 
tainment of equilibrium. It would appear 
that, where costs of production in one 
country greatly exceed costs of similar 
articles in countries competing with that 
country in world markets, an adjust- 
ment of exchange rates is called for. This 
may be true even though temporarily the 
existence of a seller’s market permits that 
country to sell all the commodities which 
it is producing for export; for gross dis- 
parities between production costs at 
home and abroad and in cost-price rela- 
tionships for commodities produced for 
export and for home consumption may 
interfere with the development of the ex- 
port industries. 

On the import side, countries experi- 
encing a structural type of disequilibrium 
may find it undesirable to limit the de- 
mand for essential imports by raising im- 
port prices through excessive devalua- 
tion. The government must decide what 
level of essential imports it can afford in 
the light of its existing and accruing 
foreign-exchange resources. To limit de- 
mand for imports solely by means of 
high prices would result in a maldistribu- 
tion of essential cost-of-living commodi- 
ties and would incite increased wage 
demands, which would contribute to do- 
mestic instability. But the desire to hold 
down the cost of living should not deter 
an adjustment of exchange rates dic- 
tated by conditions in the export market. 
If the government desires to prevent 
higher import prices from raising the 
cost of living, it should do so by means of 
a direct subsidy on imported goods rath- 
er than by employing an indirect subsidy 
through overvaluation at the expense of 
its export industries. 


SUBSEQUENT POLICY ON PAR VALUES 


During the two and one-half years 
since the establishment of the initial pari- 
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ties, the Fund has agreed to only two 
changes in the par values of the metropol- 
itan currencies of its members, and no 
member has availed itself of the right un- 
der the Articles of Agreement to change its 
par value unilaterally up to 10 per cent of 
its initial parity.’ This situation has not 
been due to an unwillingness on the part 
of the Fund to permit alterations within 
theregulationsof the Fund Agreement.On 
the contrary, there is some evidence that 
the Fund would welcome a decision to 
devalue on the part of some of its mem- 
bers. This attitude is revealed in the fol- 
lowing quotation from an address by the 
managing director of the Fund, Camille 
Gutt, in February, 1948: 


In the last few months, however, it became 
clear that in some countries the initial parity 
had begun to burden export trade, more par- 
ticularly exports toward the dollar area. Wheth- 
er these developing difficulties are proof that 
an error in judgment was made in accepting 
the initial par values is a matter of opinion. 
My view is that, if the necessary changes are 
made promptly, the wisdom of our original 
action will be supported. Unnecessary delays in 
changes will indicate that the members of the 
Fund are making a serious mistake in con- 
tinuing the overvaluation of their currencies. 
Under such conditions the Fund will not hesi- 
tate to urge on a member consideration of the 


7In December, 1948, the Fund agreed to the 
devaluation of the Colombian peso by from 1.75 
to 1.95 pesos to the U.S. dollar. In March, 1949, 
the Fund concurred in a change in the par value 
of the currency of French Somaliland proposed by 
the French government. In January, 1948, France 
proposed a system of discriminatory exchange rates 
which involved a change in the par value of the 
franc, but the Fund refused to approve the French 
proposal because the accompanying features were 
of a discriminatory nature. On January 26, 1948, 
France put the proposal into effect without the 
approval of the Fund, so that at present France 
has no par value which has been agreed to by the 
Fund. On July 21, 1948, the Mexican government 
announced that the Bank of Mexico would dis- 
continue supporting the peso at its official par 
value of 4.86 pesos to the dollar, pending the estab- 
lishment of a lower parity. On June 17, 1949, a new 
par value of 8.65 pesos to the dollar was agreed to by 
the Fund. 
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desirability of a revision of the parity of its 
currency.® 


A suggestion that it may be time for 
some countries to devalue is also to be 
found in the following quotation from the 
Fund’s Annual Report for the year end- 
ing April 30, 1948: “There are indica- 
tions, however, that in some countries 
the exchange rate is becoming a restrain- 
ing factor on exports and that it is adding 
to the difficulty of earning convertible 
currencies.” 

The Fund is, of course, correct in stat- 
ing that equilibrium rates are not appro- 
priate for countries which need funda- 
mental adjustments in the structure of 
their economies. This applies particularly 
to those ERP countries which are able to 
balance their international accounts 


through large amounts of American aid. 
But I seriously doubt the validity of the 
Fund’s criterion for exchange-rate adjust- 
ments, which is expressed as follows: 


So long as an exchange rate does not hamper 
a country’s exports, there is little to be said in 
present world conditions for altering it. There 
are indications, however, that in some countries 
the exchange rate is becoming a restraining 
factor on exports and that it is adding to the 
difficulty of earning convertible currencies.® 


To hold that exchange-rate adjust- 
ments are of little value unless a country 
is experiencing difficulty in marketing its 
exports overlooks the fact that a number 
of Latin-American countries and a few 
Eastern Hemisphere nations are experi- 
encing balance-of-payments difficulties 
largely because their imports are too 
large. The maintenance of undervalued 
currencies and artificial restriction of im- 
ports are simple means of temporarily 

* This address is printed in Foreign Economic 
Policy for the United States, ed. Seymour E. Harris 
(Cambridge: Harvard University Press, 1948), 
PP. 217-35. 

* Annual Report (1948), P. 23. 
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avoiding some of the consequences of ex- 
cessive monetary demand. Such devices 
are on a par with price controls and ra- 
tioning as means of controlling inflation. 
But, if nations want to have free econom- 
ic societies, they must learn to prevent in- 
flation by appropriate fiscal and mone- 
tary controls, not by interfering with the 
pricing mechanism and the decisions of 
free enterprise. 


OTHER EXCHANGE-RATE PROBLEMS 


Under Article IV of the Fund Agree- 
ment members pledge themselves not to 
permit their exchange rates for spot 
transactions to deviate by more than 1 
per cent above or below parity” and not 
to alter the par value of their currencies 
except under conditions prescribed by 
the Agreement. However, the force of 
this provision is considerably altered by 
other provisions in the Articles of Agree- 
ment concerning the maintenance and 
adaptation of discriminatory currency ar- 
rangements and multiple-currency prac- 
tices." The postwar transitional priv- 
ileges of Article XIV (which permit mem- 
bers to continue their wartime exchange 
practices and adapt them to changing 
circumstances during the transitional pe- 
riod) include permission to employ mul- 
tiple-rate structures. These currency ar- 
rangements which represent departures 
from the basic rules on exchange stability 
as stated in Article IV fall into three 
general categories: (1) multiple-currency 
practices which involve different rates 

1° The Fund permits a somewhat wider variation 


in exchange rates for other types of transactions, 
such as forward transactions. 


™ Article VIII forbids members to employ dis- 
criminatory currency arrangements or multiple- 
currency practices. If such practices and arrange 
ments were already in operation at the time that 
the Agreement came into force, the member must 
consult the Fund as to their progressive removal 
unless they are maintained or imposed under the 
transitional provisions of Art. XIV. 





THE INTERNATIONAL MONETARY FUND 


for different types of transactions; (2) 
fluctuating rates or rates which are free 
to fluctuate by more than 1 per cent 
above or below the official parity; and (3) 
exchange rates which discriminate be- 
tween currencies, i.e., rates which violate 
cross-rates between the currencies of 
other countries based on their official 
parities. I shall discuss the Fund’s policy 
with regard to each of these categories 
separately, although recognizing that 
any given rate structure may involve 
more than one category. 


MULTIPLE RATES” 

Of the member-countries which have 
par values accepted by the Fund, about 
one-third have multiple-rate structures." 
A full statement of the Fund’s policy, to- 
gether with a legal interpretation of its 
jurisdiction over multiple-currency prac- 
tices, is contained in its Annual Report 
for the year ending April, 1948." The 
general policy is stated as follows: 

Early steps should be taken toward the re- 


moval of multiple currency practices which are 


" Multiple exchange rates arise in various ways. 
Sometimes rates are fixed for each type of transac- 
tion, and all foreign exchange acquired must be 
sold at the designated rates to the monetary authori- 
ties, and all foreign exchange must be purchased 
from the monetary authorities. In other systems a 
part of the foreign exchange arising out of inter- 
national transactions may be sold on the “free” mar- 
ket, or exporters may be given exchange permits 
for a portion of the foreign exchange which they 
acquire, entitling the holder to purchase foreign 
exchange from the monetary authorities. These 
exchange permits may then be sold in the market 
by the exporter. Still another variant is the auction 
system, whereby the monetary authorities auction a 
portion of the foreign exchange for less essential 
uses after the more essential ones have been met. 
Finally, countries may levy taxes on importers pur- 
chasing exchange drafts or on exporters selling 
foreign exchange to the monetary authorities. 

Members of the Fund maintaining multiple- 
rate structures include Bolivia, Brazil, Chile, 
Colombia, Costa Rica, Ecuador, France, Iran, 
Italy, Lebanon, Nicaragua, Paraguay, Peru, Syria, 
Uruguay, and Venezuela. 


“ Appen. II, p. 67. 
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clearly not necessary for balance of payments 
reasons. In such cases, ample time should be 
provided for members to take the necessary 
steps and to install appropriate substitutes 


where necessary. 

The Fund will encourage members engaging 
in multiple currency practices for balance of 
payments reasons to establish as soon as possible 
conditions which would permit their removal, 
with the general objective of seeking removal 
not later than the end of the transitional period. 

Where complete removal by the end of the 
transitional period proves impossible, the Fund 
will assist the members concerned to eliminate 
the most dangerous aspects of their multiple 
currency practices and to exercise reasonable 
control over those retained. 

Some progress has been made toward 
the simplification of multiple-rate struc- 
tures in Latin-American countries and 
in Iran; but many economists feel that 
the Fund has not taken a sufficiently 
vigorous stand against multiple-currency 
practices. A full discussion of this ques- 
tion is beyond the scope of this study, 
but I can indicate some of the major 
issues. To begin with, multiple currencies 
represent one means among a number of 
devices for controlling the balance of 
payments.’ Other means of restricting 
imports or expanding exports include 
straight devaluation, discriminatory ex- 
cise taxes, quotas, exchange controls, and 
subsidies. The problem then becomes 
whether the Fund should proceed to 
eliminate as rapidly as possible existing 
multiple-rate practices in favor of other 
methods of handling its members’ bal- 
ance-of-payments difficulties. Since mul- 
tiple-currency practices are largely phe- 
nomena characteristic of Latin-American 
republics, I shall discuss the question 
from the standpoint of these countries. 

8 Multiple currencies may also be employed in 
much the same way that tariffs or excise taxes 
are employed for the purpose of providing protec- 
tion to domestic industries. In addition, several 
Latin-American countries have employed multiple 
rates as a means of taxing importers or exporters as 
a revenue measure. 








We may consider, first, the alternative 
of outright devaluation. Frequently, 
multiple rates are established as a means 
of raising the cost of unessential imports 
while maintaining the cost of the more 
essential commodities. This result is 
achieved by permitting importers of es- 
sential goods to purchase foreign ex- 
change at the official rate and requiring 
importers of luxuries to pay a higher rate 
per unit of foreign currency or perhaps 
acquire their foreign exchange in the free 
market where quotations are generally 
higher than the official rate. Devaluation 
would obviously increase the cost of im- 
porting both essential and unessential 
commodities. 

Another purpose of multiple rates may 
be to encourage the exportation of cer- 
tain commodities which may be meeting 
stiff competition abroad or for which for- 
eign demand may tend to be quite elas- 
tic, while at the same time maintaining 
the domestic currency prices of exports 
which do not require any special en- 
couragement. Thus exporters of other 
commodities may be paid a higher local 
currency price for their foreign currency 
proceeds or be permitted to sell the for- 
eign currency at higher prices prevailing 
in the free market. The alternative of 
straight devaluation would provide the 
desired additional encouragement to the 
exportation of some commodities but 
might result in substantial windfall prof- 
its to the exporters of other articles who 
are perhaps able to sell all they can pro- 
duce without difficulty at world-market 
prices. 

Although the short-run advantages of 
multiple rates over straight devaluation 
are tempting, the effect of the former is to 
provide a subsidy to certain imports and 
exports. The long-run effect of such a dis- 
tortion of the price structure is to inter- 
fere with the operation of the principle of 
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comparative cost in international trade. 
If, for example, a country establishes a 
preferential rate for the exportation of 
Panama hats as against the exportation 
of coffee, resources may be transferred 
from the production of coffee. The net 
result may be a reduction in world pro- 
ductivity if hats can be produced at a 
lower comparative cost elsewhere. 
Similarly, a preferential rate for essen- 
tial imports may be regarded as a subsidy 
on these imports. I have already men- 
tioned the disadvantages of controlling 
inflation by means of subsidies and 
price controls. There may, however, be 
good reasons for conserving a country’s 
foreign-exchange resources by discourag- 
ing the importation of luxuries. The 
question then becomes one of determin- 
ing whether a multiple-rate system is the 
best means of accomplishing this purpose 
as compared with alternative devices, 
such as tariffs, excise taxes, and quanti- 
tative import restrictions. One advan- 
tage of these alternatives to multiple 
rates is that they may be more selective 
in achieving the desired results. Hence 
they are more likely to be adapted to 
meet changing needs and circumstances. 
Moreover, tariffs and quotas can be the 
subject of reciprocal international agree- 
ments for the progressive reduction of 
trade barriers. A serious difficulty with 
the use of multiple rates is that they com- 
plicate the task of international organi- 
zations such as the proposed Internation- 
al Trade Organization in working for the 
reduction of barriers to world trade. The 
greater the number of restrictive and dis- 
criminatory devices which countries are 
permitted to employ, the more difficult it 
is to devise rules of fair international 
trade. The ITO charter makes ample 
provision for exchange and quantitative 
trade controls in countries experiencing 
balance-of-payments difficulties. But if 
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nations are permitted the alternative of 
employing still other devices, such as 
multiple exchange rates, the task of inter- 
national supervision and mutual agree- 
ment on any particular trade barrier be- 
comes almost impossible. 

The argument is frequently advanced 
that multiple rates are necessary because 
domestic political conditions preclude 
the use of substitute measures for raising 
revenue, restricting imports, or encour- 
aging exports. This argument could be 
used with respect to all efforts to achieve 
uniform standards of trade and fair deal- 
ing. The path of effective co-operation 
among sovereign state requires a will to 
co-operate and a desire to place inter- 
national welfare above special interests 
ineach community. Moreoever, it should 
be recognized that, while exchange con- 
trols may be relatively easy to institute, 
violations in most countries are wide- 
spread. Taxes and regulations of the 
physical movement of commodities tend 
to be more efficient than controls on for- 
eign exchange because foreign-exchange 
transactions are easy to conceal. 


FLUCTUATING RATES 


Although the Fund has tolerated the 
employment of free or fluctuating ex- 
change rates as a part of a multiple sys- 
tem, its policy is to discourage the use of 
fluctuating rates and to ask its members 
to stabilize their rates as soon as possi- 
ble. There are, in general, two types of 
fluctuating rates: those which fluctuate 
in relation to all currencies, thereby 
maintaining cross-rates as determined by 
the official parities of other members, 
and those which fluctuate with respect to 
certain currencies but not with respect to 
others, thereby violating official cross- 
tates. During 1948 the former type of 
fluctuating system was in use in several 


See Annual Report (1948), pp. 24-26 and 68-69. 


Latin-American countries, whereas the 
discriminatory type was employed in 
France, Italy, and Greece.'? Since we 
shall be concerned with discriminatory 
cross-rates in general in the following 
section, the present discussion will be 
confined to the nondiscriminatory type., 

The Fund’s policy on free or fluctuat- 
ing rates has been criticized on the 
ground that instability in exchange rates 
is a far lesser evil than the continued em- 
ployment of exchange and trade controls 
for maintaining a fixed rate at the official 
parity of the currency. It has also been 
argued that “free” rates are likely to be 
more realistic than those determined by 
the monetary authorities, since free rates 
are responsive to changes in demand and 
supply for the currency. In discussing 
these two arguments in its Annual Report 
for 1948, the Fund correctly points out 
that for the majority of the countries of 
the world the complete abandonment of 
restrictions would not be desirable under 
present conditions and therefore only 
a very few countries would be prepared 
to establish a genuinely free exchange 
market. Most of the so-called “free” 
rates quoted today apply to only a por- 
tion of the total transactions of the 
country, or the demand for and the sup- 
ply of the currencies available on the so- 
called “free”? markets are controlled by 
quantitative trade restrictions of various 
kinds. Hence it is scarcely possible to ar- 
gue that these free rates are necessarily 
more realistic than those quoted in 
countries maintaining fixed rates. 

I am quite sympathetic with the view 
that flexibility of exchange rates is far 
preferable to exchange and trade con- 

17 In recent months exchange rates which violate 
official cross-rates have appeared in Latin America, 
notably Peru. Exchange permits for the purchase of 
sterling exchange have been selling for less than per- 


mits for the purchase of dollar exchange, in terms of 
the official cross-rates. 
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trols. The almost universal adoption of 
national economic policies which tend to 
prevent surpluses and deficits in the bal- 
ance of payments from interfering with 
domestic price stability and full employ- 
ment is probably incompatible with the 
maintenance of international equilibrium 
in a system of fixed exchange rates. The 
charge has been made that this incom- 
patibility was not given adequate recog- 
nition in the Fund Agreement."* How- 
ever, when properly interpreted, ex- 
change stability need not mean rate 
rigidity. There is little or no advantage to 
be gained from having a rate which 
changes from day to day in response to 
market forces, as compared with one 
which is stable over short periods but 
sufficiently flexible to reflect changed 
conditions over time. Free-market rates 
are subject to all kinds of temporary 
pressures and disturbances of a seasonal 
and psychological nature. Monetary au- 
thorities can inspire greater confidence in 


their currencies and promote internation- 
al stability by preventing these tempo- 
rary disturbances from affecting their 
rates, while at the same time giving their 
attention to the more fundamental fac- 
tors which may necessitate an adjust- 


*8 Professor Frank D. Graham in his monograph 
entitled The Cause and Cure of Dollar Shortage (In- 
ternational Financial Section, Princeton University, 
January, 1949) has stated that fixed exchange rates 
are incompatible with national monetary policies 
which neutralize the effects of the balance of pay- 
ments on domestic prices and income. Graham has 
suggested that the Fund ought to be either liqui- 
dated or radically reformed, since it has encour- 
aged exchange-rate stability. While it may be true 
that the Fund perhaps overemphasizes exchange- 
rate stability, there is nothing in its charter which 
is inconsistent with frequent alterations in the par 
values of members, provided that the changes are 
made in an orderly manner and after consultation 
with the Fund. Moreover, the preference for ex- 
change-rate rigidity among nations in the postwar 
period can scarcely be laid at the door of the Fund. 
The most that can be said is that the Fund has not 
followed an especially vigorous policy in securing 
the desired changes. 


RAYMOND F. MIKESELL 


ment in the rate structure. This may be 
accomplished either by the use of a 
stabilization fund or, if the central bank 
maintains a monopoly over the supply of 
foreign exchange, by the use of foreign- 
exchange reserves whenever demand ex- 
ceeds supply. If a member of the Fund 
lacks reserves for this purpose, it should 
obtain short-term financial assistance 
from the Fund, provided that the drain 
is believed to be of a temporary nature or 
if immediate steps are taken to stop the 
drain. 


DISCRIMINATORY CROSS-RATES 


The Fund has taken a stronger stand 
against the use of discriminatory cross- 
rates, particularly in the case of members 
whose par values have been accepted by 
the Fund. This issue was brought to a 
head early in 1948, when France was re- 
fused permission to adopt a rate system 
providing for one rate between the franc 
and the dollar and the Portuguese escu- 
do, on the one hand, and sterling and 
other so-called “soft” currencies, on the 
other."® Largely as a result of pressure 
brought by the Fund and by Great 
Britain, both France and Italy changed 
their systems to eliminate the existing 
cross-rate disparities in the latter part of 
1948.” 

When France instituted the discriminatory 
rate system over the protest of the Fund, France 


forfeited the right to draw additional amounts of 
foreign exchange from the Fund (see Art. IV, Sec. 6). 


2 In January, 1948, France adopted a new oficial 
parity of 214 francs to the dollar for transactions 
in sterling and other soft currencies and at the same 
time provided that the rate for commercial transac- 
tions in dollars and escudos (and subsequently 
Swiss francs) would be an average of the official 
rate and the free-market rate for dollars. The initial 
free-market rate against dollars was 304 francs, 
making an average rate for commercial transactions 
of 259. In October, 1948, France revised her rate 
system and provided that the rate applicable to 
sterling and other soft currencies would also be the 
average of the 214 rate and the free rate on the 
dollar, thereby bringing cross-rates between the 





eeaeSSBGBYRESCOR ERE 


THE INTERNATIONAL MONETARY FUND 405 


Before the war discriminatory cur- 
rency practices were engaged in by Ger- 
many, Argentina, and certain other 
countries as a means of underselling their 
competitors in the markets of third 
countries. Such arrangements were there- 
fore frowned upon as unfair competitive 
practices and regarded as a species of 
economic warfare. But, regardless of 
whether we are prepared to condone dis- 
criminatory currency practices today, 
they must be regarded in a somewhat 
different context. Since exchange rates 
are generally out of line with what might 
be regarded as equilibrium values, some 
countries find that, while their currencies 
are overvalued with respect to the dollar, 
they may be more or less in line with 
certain other currencies. Since a straight 
devaluation would reduce the value of 
their currencies—and hence their terms 
of trade—with respect to certain coun- 
tries to which they have no desire to in- 
crease their exports, some countries have 
found it expedient to adopt a higher rate 
for the dollar than for other currencies. 


Two important arguments have been 
advanced against such practices. First, 
there may be a tendency to undermine 
the official parities of the countries whose 
currencies are discriminated against. For 
example, when France maintained a rate 
of 862 francs to the pound sterling and 
260 francs to the dollar, the cross-rate on 
the pound became $3.32 instead of the 
official rate of $4.03. A more direct disad- 
vantage to Britain than the psychological 


dollar and soft currencies into line with official 
parities. 

Prior to November, 1948, Italy had a similar 
system in which the rate of the dollar was deter- 
mined by the average of the official rate which 
applied to soft currencies and the free-market 
rate for dollars. Under the terms of an agreement 
of November, 1948, between Italy and Great 
Britain the discount against sterling as compared 
with the dollar rate was removed. 


effect of a discount on sterling arose out 
of the inducement for traders to purchase 
British commodities by first buying 
francs with dollars and then converting 
the francs into pounds. When commodi- 
ties are purchased in this way for resale 
in the Western Hemisphere, Britain loses 
the dollars which otherwise would have 
accrued to her had the sale been made 
directly by Britain. On the other hand, 
one may argue that discriminatory cross- 
rates are the product of discriminatory 
exchange control mechanisms which seek 
to maintain an overvalued exchange 
rate.™ 

The solution to this dilemma must lie 
in a general realignment of exchange rates 
which will bring international prices and 
costs into line in all countries. Unfortu- 
nately, the Fund has no power to insti- 
tute such a realignment. However, there 
is considerable justification for the 
Fund’s insisting on the maintenance of 
orderly cross-rates. If each country 
adopted a different rate for the currency 
of every other country without regard to 
established parities between the curren- 
cies of third countries, there would be no 
way of comparing international values, 
and international trade would become 
more chaotic than it already is. Under 
such a system there would be little hope 
of re-establishing a system of international 

**The maintenance of official cross-rates may 
present a difficult problem for certain countries 
whose products are normally sold in the sterling 
area in competition with other sterling-area or 
transferable-account countries. If they seek to sell 
their exports exclusively for dollars, they may be 
unable to find markets. If they sell for inconvertible 
sterling, they must either adopt discriminatory im- 
port controls which favor sterling imports or permit 
sterling to fall to a discount relative to the dollar. 
Where such countries desire to maintain genuinely 
free exchange markets and to eliminate discrimina- 
tory trade restrictions, there is considerable justifica- 
tion for permitting the existence of free rates which 
violate the official parity between their currency and 
sterling. 
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payments which would permit a free 
flow of international commerce.” 


EXCHANGE TRANSACTIONS OF THE FUND 


Members of the Fund are, under cer- 
tain conditions, permitted to buy with 
their own currency the currencies of 
other members of the Fund needed in 
making payments for current transac- 
tions.*? During the monetary conferences 
held prior to the beginning of the Fund’s 
operations two conflicting philosophies 
developed regarding the use of the 
Fund’s resources: the one favoring more 
or less automatic access and the other 
envisaging continuous scrutiny and man- 
agement of lending by the executive 
board.** It is clear that during its first 
two years the Fund has moved in the 
latter direction. In a series of decisions*s 
the right of the executive board to post- 
pone, limit, or deny access to its re- 
sources on the part of members has been 
firmly established. Yet the Fund has 
been reluctant to rule that every member 
must come to it “hat in hand’”’ whenever 
it is in urgent need of financial assistance, 
since many members joined the organi- 
zation and paid their gold subscription 
with the understanding that they could 
count on the Fund as a secondary re- 
serve. Hence in pactice the Fund has 
generally permitted members to draw 
moderate amounts of foreign exchange 

For example, unless orderly cross-rates are 
maintained, it would be exceedingly difficult to 


operate the European multilateral payments plan 
which has been established for the ERP countries. 

#3 My analysis of this aspect of the Fund’s oper- 
ations will be limited to the outstanding develop- 
ments in the policies on finanical assistance to mem- 
bers. 

24See Proceedings and Documents of United Na- 
tions Monetary and Financial Conference (Wash- 
ington, D.C.: Department of State, 1948), Vols. I 
and IT; and Selected Documents—Board of Governors 
Inaugural M eeting (Washington, D.C.: International 
Monetary Fund, 1946). 

*8 See Annual Report (1948), Appen. IX. 
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without restriction, unless the member 
has been previously informed that its use 
of the Fund’s resources would not be in 
accordance with the provisions of the 
Agreement as interpreted by the board.* 

The Fund may deny financial assist- 
ance to a member for a number of rea- 
sons. In the case of several members, 
e.g., China, Italy, Greece, and Poland, 
no par value has been approved by the 
Fund. In some cases sufficient economic 
stability has not been achieved for these 
countries to adopt fixed rates or to war- 
rant the employment of the Fund’s re- 
sources for stabilization purposes. In 
other cases where a par value has been 
agreed upon, the Fund may consider that 
its resources would be used for recon- 
struction or relief rather than for tempo- 
rary financing of normal deficits. Admit- 
tedly, it is difficult to distinguish between 
uses of funds, but an important test 
would be whether the borrowing member 
has a reasonable chance of reversing its 
negative balance in order to repay the 
Fund within a period of, say, three or 
four years. Other reasons for denying 
access to the Fund might include a fail- 
ure to abide by certain obligations of the 
Agreement, the failure to apply measures 
for the restoration of equilibrium recom- 
mended by the Fund, the failure of a mem- 
ber to employ reasonable amounts of its 
own reserves for meeting a current deficit, 
or the lack of a deficit on current account. 
All these reasons are not spelled out in the 
decisions of the executive board, but they 
appear to be consistent with the Fund 
Agreement. 

In April, 1948, the executive board 
decided that, during the first year of 
the European Recovery Program, ERP 
countries “should request the purchase 
of United States dollars from the Fund 


2% See Annual Report for the Year Ending J une 30, 
1947, P-. 31. 
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only in exceptional or unforseen cases.’’”” 
This policy was adopted because the 
minimum needs of these countries for 
consumption and investment goods were 
being met by the Economic Cooperation 
Administration. Moreover, the executive 
board pointed out that substantial draw- 
ings of dollars by members during the 
transitional period would impair the sub- 
sequent capacity of the Fund to provide 
temporary financial assistance. 

This decision was necessary if the 
Fund’s leading policies were to conform 
with the purposes stated in the Articles 
of Agreement. In fact, the reasoning un- 
derlying this decision casts more than a 
little doubt on the strict propriety of 
many of the dollar drawings which the 
Fund has already permitted, for in few 
cases can these transactions be regarded 
as temporary financing to meet short- 
term disequilibria. The dilemma pre- 
sented to the Fund in operating under 
current conditions is expressed in the fol- 
lowing paragraph quoted from the An- 
nual Report: 

The Executive Board recognized that in 
starting operations in a war-devastated world 
before relief and reconstruction requirements 
had been fully met, the Fund was running the 
risk that some of its resources might be used 
for other than temporary assistance and this was 
pointed out in the first Annual Report of the 
Executive Directors. It was thought desirable 
to assume this risk in order that the Fund might 
make a contribution to the maintenance of 
national economies and of exchange stability 
during the transitional period.** 


The problem of confining the use of 
the Fund’s resources to temporary assist- 
ance is one which may very well confront 
the executive board for an indefinite pe- 
riod. In the first place, the postwar tran- 
sitional period is almost certain to be far 
longer than the three to five years origi- 


*" Annual Report (1948), p. 74. 
*P. 46. 
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nally contemplated in the Bretton Woods 
Agreements. But, even when the general 
conditions for international equilibrium 
have been restored, the Fund may have 
difficulty in determining whether re- 
quests for financial assistance are of a 
temporary nature. Developments during 
the last two or three decades have greatly 
weakened or eliminated those automatic 
forces tending to restore international 
equilibrium once it has been disturbed.” 
Most countries tend to neutralize through 
fiscal, monetary, and other economic 
measures the effects of balance-of-pay- 
ments changes on domestic prices and 
income, whenever these effects are con- 
trary to domestic economic objectives. 
Moreover, there has been a growing 
tendency on the part of nations to con- 
trol their balance of payments through 
restrictions on their exports and imports. 

The problem of limiting the use of the 
Fund’s resources to temporary financing 
is complicated by the procedure estab- 
lished by the charter for repayment by 
borrowing members. Under the so- 
called “repurchase provisions” (Art. V, 
Sec. 7) the obligation of a borrowing 
member to repurchase its own currency 
held by the Fund with gold or convertible 
foreign exchange depends upon increases 
in that member’s foreign-exchange re- 
serves. Hence, if members which have 
drawn dollars from the Fund do not in 
subsequent years increase their official 
holding of gold and convertible curren- 
cies, they are not required to repay the 
Fund. But inasmuch as the Fund’s 
charges for the use of its resources in- 
crease over time, a borrowing member will 
have an incentive to repay. Nevertheless, 
a member may find it desirable to delay 

*9See my “International Disequilibrium in the 
Postwar World,” American Economic Review, June, 
1949; see also my “Role of the Monetary Agree- 


ments in a World of Planned Economies,” Journal 
of Political Economy, December, 1947. 
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repayment for a considerable period, 
especially if its monetary reserves are at 
a low level.*° Once the charges for any 
drawings reach 4 per cent, however, the 
Fund may ask the member to make 
special provision for repayment (Art. V, 
Sec. 8). 


SALES OF EXCHANGE 


From the beginning of exchange op- 
erations in March, 1947, to the end of 
April, 1949, the Fund sold $725.5 million 
worth of foreign exchange to its members 
in return for their own local currencies. 
Of this total, sales of United States dol- 
lars amounted to $708.0 million, while 
the remainder consisted of Belgian 
francs ($11.4 million) and pounds ster- 
ling ($6.0 million). In April, 1949, the 
Fund held approximately $1.4 billion in 
gold and about an equal amount in 
United States dollars, or a total of about 
$2.8 billion. Up to the end of April, 1949, 
seventeen members had received finan- 
cial assistance.* Sales to Britain and 
France represent nearly 60 per cent of 
the total exchange transactions of the 
Fund to the end of April, 1949, and 
nearly 80 per cent of the sales have been 
to the countries which are members of 
the European Recovery Program. Al- 
though the Fund has been a significant 
factor in helping those countries meet 
their most urgent foreign-exchange needs 
during the postwar period, its resources 
are small in comparison with the total 
volume of financial assistance which has 
been required by the ERP countries and 


3° All charges are payable in gold, except that, 
in the case of a member whose monetary reserves 
are less than half its quota, it need pay in gold 
only that proportion of the charges which such re- 
serves bear to half its quota, and the rest in the 
member’s own currency. 


# Data on the Fund’s exchange operation are 
published monthly in International Financial 
Statistics (Washington, D.C.: International Mone- 
tary Fund). 
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largely secured from the United States, 
The fact is, of course, that the Fund was 
never designed to deal with the type of 
balance-of-payments problems experi- 
enced by these countries since the war. 
Furthermore, the vast bulk of the Fund’s 
financial aid has not financed temporary 
disequilibria of its members. This is not 
to be taken as a criticism of the Fund’s 
operations, since in many circumstances 
a failure of the Fund to provide urgently 
needed assistance might have seriously 
disrupted the economies of its members 
and further delayed the restoration of 
general international equilibrium. The 
experience of the Fund thus far, how- 
ever, does emphasize the need for a care- 
ful husbanding of its gold and dollar re- 
sources so that it will be in a position 
to finance temporary disequilibria and 
thereby assist countries in restoring con- 
vertibility of their currencies when world 
conditions make this generally feasible. 


SALES OF INCONVERTIBLE CURRENCIES 


Two currencies in addition to the dol- 
lar have been sold by the Fund, namely, 
pounds sterling and Belgian francs. It is 
hoped that such sales will constitute a 
larger proportion of the Fund’s exchange 
operations in the future as a means of 
stimulating trade among nondollar-area 
countries. 


3% The possibility of such operations among ERP 
countries is provided for by the executive board in 
the following statement of policy: “During the 
European Recovery Program members of the Fund 
may wish to use the Fund’s holdings of the cur- 
rency of a country participating in ERP. No mem- 
ber has the right to veto or limit the Fund’s sales 
of its currency to other members for use in accord- 
ance with the Fund Agreement. The Fund recog- 
nizes, however, that such sales should not have the 
effect of compelling a country to finance a large 
bilateral surplus with some countries, while it has 
to make net drawings on its gold and convertible 
currency reserves for current payments. Such cir- 
cumstances would fall within the meaning of the 
‘exceptional or unforeseen cases’ mentioned in the 
policy decision of April 5, 1948, made by the Fund 





~~ = @& 


aos Ss @ wm 


' Fh 


—aSewaewrert we eS we we £6 


THE INTERNATIONAL MONETARY FUND 4°9 


Sales of inconvertible currencies pre- 
sent two problems which the Fund must 
solve before substantial transactions can 
be undertaken. The first is that when the 
Fund’s holdings of a member’s currency 
are drawn by another member, the first 
member’s normal drawing rights are cor- 
respondingly increased. The result may 
may be a further drawing of dollars. 
Even so, however, the same amount of 
dollars has financed twice the volume of 
trade. One way of financing deficits be- 
tween nondollar countries without an 
immediate reduction of the Fund’s dollar 
resources would be for the Fund to 
reach an agreement with the members 
whose currencies have been drawn from 
the Fund not to request dollars from the 
Fund or at least greatly to limit such 
drawings until after the transitional pe- 
riod. The second problem is that the 
member purchasing such currencies ac- 
quires an obligation to the Fund to repay 
in gold or convertible currencies. Thus, 
for example, Britain may be reluctant to 
incur a dollar obligation in order to ob- 
tain Belgian fancs. Of course, if Belgian 
francs were to become freely convertible 
into dollars within the next few years, the 
currency in which her obligations were 
stated would make little difference to 
Britain. But for the time being, most 
nondollar obligations are more easily 
handled than are dollar liabilities. One 
way to deal with this problem might be 
for the Fund to declare certain currencies 
other than the dollar, which are in rel- 
atively heavy demand, acceptable for 
purposes of repayment. 


concerning the use of the Fund’s resources by ERP 
countries and would justify requests by a country to 
purchase foreign exchange from the Fund to make 
to other members current payments or payments 
authorized by Article VI, Section 2, but not to build 
upits monetary reserves. This is in fact the manner 
in which the Fund is intended to facilitate a system 
of multilateral payments” (Annual Report, p. 75). 


EXCHANGE RESTRICTIONS AND THE 
TRANSITION PERIOD 


The Fund has made little or no prog- 
ress toward the elimination of exchange 
restrictions on the part of its members. 
In fact, exchange restrictions in many 
countries were more stringent at the end 
of 1948 than in 1946-47. The increased 
balance-of-payments difficulties of cer- 
tain countries whose economies were not 
adversely affected by the war have been 
due in part to greater availability of for- 
eign supplies. 

The outstanding reason for the failure 
of the countries of the Eastern Hemi- 
sphere to remove or relax their exchange 
restrictions is the physical destruction 
and the disruption of commerce caused 
by the war itself. Heavy foreign-ex- 
change requirements to finance recon- 
struction superimposed upon a heavy de- 
mand for imports for consumption have 
resulted in a demand for foreign exchange 
far in excess of foreign-exchange receipts 
in most belligerent countries. In addition, 
many countries in western Europe have 
lost important sources of invisible income 
from foreign investments, shipping, and 
other services. Even though Britain is ex- 
porting about 40 per cent more by volume 
than she did before the war and is import- 
ing about 20 per cent less than before the 
war, she still has a large dollar deficit 
which is being met by foreign financial 
assistance and drafts on her foreign- 
exchange reserves. 

In considering the causes of world- 
wide balance-of-payments disequilibria 
and the consequent retention of exchange 
controls, one must not lose sight of the 
fact that in the case of many countries no 
small part of the difficulties can be traced 
to their domestic economic policies. In a 
number of Latin-American countries, for 
example, production and exports are as 
high as, or higher than, before the war; 
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but the balance-of-payments deficits 
which have given rise to exchange re- 
strictions are due in considerable meas- 
ure to domestic inflation and overvalued 
currencies. In such cases the Monetary 
Fund can and should make recommenda- 
tions for eliminating the conditions which 
perpetuate exchange restrictions. 


THE TRANSITIONAL ARRANGEMENTS 


Article XIV of the Fund Agreement 
provides: 

In the post-war transitional period members 
may, notwithstanding the provisions of any 
other articles of this argeement, maintain and 
adapt to changing circumstances (and, in the 
case of members whose territories have been 
occupied by the enemy, introduce where neces- 
sary) restrictions on payments and transfers 
for current international transactions. 


No definite maturity for the transi- 
tional period is provided in the Agree- 
ment, but “five years after the date on 
which the Fund begins operations, and 
each year thereafter, any member still 
retaining any restrictions inconsistent 
with Article VIII, Sections 2, 3, or 4, 
shall consult the Fund as to their further 
retention.” It is further provided that 
the Fund may make representations to 
any member that conditions are favor- 
able for the withdrawal of restrictions; 
and if the Fund finds that the member 
persists in maintaining restrictions in- 
consistent with the purposes of the 
Agreement, that member will be denied 
further access to the Fund’s resources. 

All the members of the Fund except 
El Salvador, Panama, Guatemala, Mex- 
ico, and the United States have formally 
notified the Fund of their intention to 
avail themselves of the transitional priv- 
ileges. But the Fund has authority under 
Article XIV, Section 4, toask a memberto 
withdraw any restriction which the Fund 
deems inconsistent with the purposes of 
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the Agreement and unnecessary from the 
standpoint of the balance-of-payments 
position of the member concerned. Some 
members, in particular those with econ- 
omies relatively untouched by the war, 
could abandon exchange restrictions 
within a relatively short period of time if 
they would adopt appropriate domestic 
monetary and fiscal policies and alter 
their exchange rates. Hence it appears 
highly desirable for the Fund to review 
the exchange restrictions of its members 
with a view to making recommendations 
for their relaxation before the end of the 
five-year period in March, 1952. 

Parallel provisions for consultation and 
review of quotas and other quantitative 
trade restrictions employed for balance- 
of-payments reasons are also in the pro- 
posed ITO Charter.** Moreover, there 
are provisions for close co-operation be- 
tween the two organizations in decisions 
involving the retention of both trade and 
exchange restrictions to regulate bal- 
ances of payments. Such co-operation is 
essential to any effective administration 
of the regulations covering these restric- 
tions, since countries could use quota and 
import licensing to achieve the same 


purposes. 


THE SCARCE-CURRENCY CLAUSE AND 
LIMITED MULTILATERALISM 


One of the safeguards in the Fund 
Agreement is Article VII on scarce cur- 
rencies. This provision gives recognition 
to the possibility of a world-wide short- 
age of an important currency, such as the 
dollar. If the Fund’s own supply of this 
currency (including its stock of gold, 
which can be used to purchase any cur- 
rency) is inadequate, the Fund can for- 
mally declare that currency to be scarce 


33 Havana Charter for an International Trade 
Organisation, Art. 23. 
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and ration its supply among its members. 
A formal declaration of scarcity operates 
as an authorization to any member, after con- 
sultation with the Fund, temporarily to impose 
limitations on the freedom of exchange opera- 
tions in the scarce currency . . . but they shall 
be no more restrictive than is necessary to 
limit the demand for the scarce currency to the 
supply held by, or accruing to the member in 
question; and they shall be relaxed and re- 
moved as rapidly as conditions permit [Art. VII, 
Sec. 36]. 


The purpose of the scarce-currency 
provision is to prevent a general short- 
age of a particular currency from com- 
pletely disrupting the entire system of 
multilateral payments. This is to be im- 
plemented by permitting all other mem- 
bers to discriminate in their trade against 
the member whose currency has been 
declared scarce while at the same 
time- preserving interconvertibility and 
nondiscrimination in exchange dealings 
among themselves. The objective is ex- 
cellent, but there are practical difficul- 
ties. When currencies are no longer 
convertible into an important interna- 
tional currency like the dollar, it may be 
difficult to maintain interconvertibility 
among other currencies. This is partic- 
ularly true under current conditions, 
when a large number of countries are 
seriously out of international balance and 
there is little confidence in any currency 
except a few so-called “hard” currencies, 
such as the United States and Canadian 
dollars, the Swiss franc, and the Portu- 
guese escudo. But even in a period in 
which most nondollar countries would be 
in more or less balance with one another, 
interconvertibility of nondollar curren- 
cies is not likely to take place automat- 
ically simply because the Fund declares 
the dollar to be scarce. Such a result 
would require careful planning and per- 
haps the establishment of special multi- 
lateral payments machinery, to be ad- 
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ministered and financed by the Mone- 
tary Fund. 

There is considerable doubt as to 
whether the scarce-currency clause can 
be invoked at the present time while the 
Fund has plenty of gold and dollars; and, 
furthermore, this provision was not in- 
tended to apply to the transitional pe- 
riod. This does not mean, however, that 
we do not have a serious scarce-currency 
problem, in the sense that there is a 
potential demand on the part of the rest 
of the world for commodities available 
only in the dollar area, in excess of the 
dollars available for satisfying this de- 
mand. One of the consequences is that 
nondollar countries lack an effective 
mechanism for carrying on multilateral 
trade among themselves. Hence postwar 
trade among European countries has 
been conducted largely along bilateral 
lines, with a consequent reduction in 
volume and a loss of the advantages of 
multilateral trade. The establishment of 
the intra-European payments plan by 
the Organization for European Economic 
Cooperation represents a significant step 
in the solution of this problem. Although 
the actual work of assembling the pay- 
ments data and the clearing of the bal- 
ances is performed by the Bank for In- 
ternational Settlements, the Monetary 
Fund is in a position to assist in the 
functioning of this scheme in many ways. 

The Annual Report of the Fund fa- 
vorably mentions this effort to re-estab- 
lish multilateral payments among the 
ERP countries and indicates its willing- 
ness to provide financial and other as- 
sistance.*4 It is quite likely that general 
interconvertibility of the currencies of 
the members of the Fund will not be 
feasible for some years to come. How- 
ever, limited interconvertibility and re- 
gional or limited multilateralism is better 


4 Pp. 33-35. 
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than world-wide trade on a bilateral 
basis. It appears desirable, therefore, for 
the Fund to turn its attention to facili- 
tating convertibility among groups of 
currencies until a world-wide system of 
multilateral payments can be re-estab- 
lished.*5 


UNIVERSITY OF VIRGINIA 


3s For a discussion of this subject see my 
“Multilateral Payments Arrangements,” Quarterly 
Journal of Economics, August, 1948; see also Robert 
W. Bean, “European Multilateral Clearing,” Journal 
of Political Economy, October, 1948. 

Limitations of space have not permitted dis- 
cussion of the Fund’s gold transactions, the im- 
plementation of its gold policy, its relations with 
other international organizations, or its advisory 
missions to member-countries. Art. IV, Sec. 2, of 
the Fund Agreement requires members not to en- 
gage in transactions in gold with other countries at 
prices which vary from the gold parities of their 
currencies by more than a small margin prescribed 
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by the Fund. The purpose of this provision is to 
prevent the undermining of official parities by gold 
transactions involving prices which depart sub- 
stantially from official parities of members. The 
Fund has sought to implement this provision by 
requesting the assistance of members in eliminating 
the sale of gold at premium prices and in abolishing 
international black markets in gold. The missions 
to member-countries have provided competent 
advice in the solution of a wide range of financial 
and trade problems. The statistical and information 
services of the Fund have also been of the greatest 
value not only for its own operations but to govern- 
mental and private research and policy-making 
organizations generally. Finally, mention should be 
made of the excellent studies on a wide range of 
international economic problems which are prepared 
by the Research Department of the Fund under the 
direction of Dr. E. M. Bernstein. Unfortunately, 
most of these studies are classified as confidential 
and are therefore available only to officials of 
member-governments. The Fund could make an 
excellent contribution to the work of private 
scholarship in economics if some of these studies 
could be published with the confidential material 
removed. 
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COST BEHAVIOR AND THE ACCOUNTING PATTERN 
OF PUBLIC UTILITY REGULATION 


EMERY TROXEL 


a traditional form of democratic po- 

litical action, have a high prefer- 
ence for an experiential pattern of prob- 
lem-solving. Looking to creditable his- 
torical records, they rely predominantly 
on business accounting for both stand- 
ards and data when decisions about costs, 
allowable earnings, capitalizations, and 
the like are made. This characteristic is 
illustrated here with some operating-cost 
bases that regulators choose as they de- 
cide earnings cases. Concerning data 
which fall largely in the variable cost 
category, this group of decisions is a 
sample of commission opinions on only 
one part of regulatory work. Yet they 
serve as the basis for logical analysis 
whereby some inconsistent and curious 
economic relationships are identified in 
the decision-making. Focusing too closely 
on immediate and recorded events and 
being less attentive to, or, at times, un- 
mindful of the logical organization of 
their thoughts and actions, commission- 
ers can lose consistency between deci- 
sions, limit the efficiency of regulatory 
means, and reduce the chances of achiev- 
ing the chosen regulatory ends. 

Public utility regulators, believing 
quite securely in a common-sense or in- 
tuitive recognition of things, are faithful 
to experience. They are not drawn to 
economic or political theory.’ Wanting 


Piss utility commissions, following 


‘This has not always been true. The institu- 
tionalism of John R. Commons, for instance, had 
an intimate and respected relationship with the 
development of public utility control in Wisconsin; 
in fact, it helped to organize the development under 
Governor La Follette and always maintained a 
close connection with regulatory processes. 


classifications and records of “literal” 
experiences, they turn to accounting 
forms and data. In this context a skilful 
and reputable commission is one that 
can comprehend, assemble, and revise 
the accounting of the regulated firms. 
The business transaction, confirming the 
“occurrence” of an event, is the primary 
unit of regulatory data. Accounting 
“principles,” developed basically for pri- 
vate business but modified on occasion to 
suit the special purposes of public utility 
regulation, are the main guides of classi- 
fication and control. The commissioners 
forego close control of particular trans- 
actions and concede a general self-suffi- 
ciency to the private management; neith- 
er available funds nor prospects of effi- 
cient achievements commonly allow the 
commissioners to be detailed controllers. 
Thus, the summations of business-ac- 
counting experiences become the basic 
raw material of regulatory activity and 
afford a sort of truth through action. 
The experience pattern of commission 
activity, briefly identified here, seems to 
be a product of the problem-solving situ- 
ation as well as a choice of the regulatory 
minds. Having limited or even meager re- 
sources, public utility regulators are com- 
pelled to rely in some considerable meas- 
ure on available data—the transactional 
record of private management. Further- 
more, both the companies and the con- 
sumers apparently expect decisions that 
are based primarily on past experiences, 
even if these opponents do not agree on 
the selections and arrangements of the 
experiences. At the same time the com- 
missioners may have significant anxieties 
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about judicial review that they try to re- 
solve with “factual” evidence, though 
nothing very definite is specified any- 
where (certainly not in the Hope Nat- 
ural Gas opinion)? on the content of a 
reasonable decision. In any event the 
pattern is a convenient simplification of 
administrative work as well as something 
of conventional political character. 


I 


An accounting pattern, embracing de- 
mand as well as cost behavior, character- 
izes the “modern” administration of pub- 
lic utility control. Reasonable costs and 
reasonable investor returns seem to have 
a predominantly tabular character that 
derives from a close attachment to writ- 
ten records; and, as the routines become 
more numerous and modify further the 
political insecurities, the earlier ethical 
content of reasonable ends may wither 
away altogether. In any case, reliance on 
historical accounting marks the alert, 
well-adapted commission. Historical rec- 
ords of sales, as I have shown elsewhere, 
are used to calculate a crude demand 
function; measuring sales at new prices, 
most commissions nearly always choose 
some amount of past sales and, conse- 
quently, have a presumption of perfectly 
inelastic demand.’ Similarly, historical 
accounting, guided basically by private 
business values, is the primary source of 
regulatory choices of cost relationships. 
The straight-line method of depreciation- 
cost allocation between operating peri- 
ods, for instance, is transferred from gen- 
eral business accounting. And, as I ob- 
serve commission decisions even in these 
recent times of rising capital-factor 


2 Federal Power Commission v. Hope Natural 
Gas Co., 320 U.S. 591 (1944). 

3“Demand Elasticity and Control of Public 
Utility Earnings,” American Economic Review, 
XXXVIII (June, 1948), 372-82. 
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prices, the investment outlay of the ex- 
isting company still appears to be the 
standard commission valuation of prop- 
erty for earnings control. 

Not being able to present all possible 
evidence on accounting-controlled deci- 
sions, I shall deal with commission 
choices of operating-cost bases. When a 
commission endeavors to measure total 
costs as price levels are determined and 
as sales can commonly be expected to 
change, obviously it must make some di- 
rect or implied selection of a cost-output 
function. Even if the plant is taken as a 
given fact (and commissions usually do 
make such an assumption in their earn- 
ings and price decisions), the choice of a 
cost-output function within the given 
plant remains. Knowingly or not, com- 
missioners have concepts of variable cost 
behavior for their regulated firms. And 
their decisions afford a way to identify 
these concepts. 

Table 1 contains a classified list of ac- 
counting bases that have been used in 
operating-expense calculations in the 
last dozen years. All decisions of the In- 
terstate Commerce Commission and 
some decisions of other commissions are 
excluded; the decisions are drawn mainly 
from electric, gas, telephone, water, and 
urban transportation industries. Each de- 
cision involved a general increase or de- 
crease in the price level of a company. 
Thus, in so far as the demand for a com- 
pany’s service is not perfectly inelastic, 
some output change follows from the 
price-level change; and the commission 
choice of operating costs represents 
something of an implied variable-cost 
function. Clearly, the accounting cate- 
gory of operating expenses is not strictly 
equivalent to the economist’s category of 
variable cost. Yet the operating expenses 
include outlays for raw material, labor, 
maintenance, etc., that are the common 
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kinds of short-run variable costs. To 
bring the two categories closer together, 
[exclude depreciation from operating ex- 


TABLE 1 


OpERATING-EXPENSE BASES FOR PuBLIC UTILITY 
EARNINGS—COMMISSION DECISIONS 
1937-48* 
No. of 
Decisions t 
. Actual costs of past full calendar 
year. 
. Current-cost adjustments of past 
calendar-year costs 26 
. Actual costs of second calendar year 
before decision 
. Current-cost adjustments for second 
calendar year before decision 
. Some estimate for whole calendar 
year of decision 
. Actual costs of several months prior 
to decision 
. Current-cost adjustments for several 
months of decision year 
. Actual costs of twelve-month period 
ending in decision year 
. Current-cost adjustments for twelve- 
month period ending in decision year 
. Estimate for year beyond decision. . 
. Actual costs for third calendar year 
before decision 
. Average of costs for two or more past 


. Recent costs of a similar company. . 
. No evident base 


Total decisions 


* Only the cases reported and edited in the Public Utilities 
Fortnightly are used in this summary. Several kinds of rate 
cases are excluded: court, railroad, motor motor-carrier, street-lighting, 
telund, sliding-scale, rate-structure revision part of system 

d dismissed 


es. rural), temporary (interim) rate yy Ae 


at The decisions Soquentiy avo ant, cheer cheut the expense 

data that are used earnings eonsaquantly, 
ETL TE. 

tIn these and other instances the commission estimates 

of operating costs are seldom explained, most esti- 

teddy i. $1. oO 

as new wage rates, in the com- 


§This number is much higher if all doubtful cases are 
treated as though no base is evident. I preferred to interpret 
broadly and thereby place most in some positive 
category. 
penses wherever separate cost listings are 
given. 

These 129 decisions are not easily or 


conclusively classified. For one thing, 
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commission decisions are not neatly or- 
ganized; neither are they good examples 
of lucid composition. In one opinion the 
choice of an operating-expense base can 
be located readily, while in another opin- 
ion one may reread several times for ob- 
scure evidence of the choice or give up 
and classify the opinion under “no evi- 
dent base.” Indeed, the factual detail, 
grammar, and diction of commission 
opinions rarely enliven a reader and af- 
ford occasion for possible classification 
shortcomings through boredom. At any 
rate the decisions often fail to specify 
adequately what base is used; thus, my 
inferences are reflected in the table.‘ Fur- 
thermore, these are final opinions; and no 
attempt is made to obtain supplementary 
reports or testimony. Nor does each in- 
dividual commission seem to have a uni- 
form base that permits a classification by 
commissions. As a further variation be- 
tween cases, small companies commonly 
receive much less attention than large 
ones. A decision usually ranges from two 
to fifty or more pages in length—from 
small bits to large amounts of accounting 
information. 

One economic characteristic stands 
out above all others in commission 
choices of operating-cost bases: cost-out- 
put relationships are not directly recog- 
nized. If the plant capacity is assumed to 
be given, a commission still may com- 
prehend the probability of variable costs 
and consequently recognize at least a 
short-run relationship of total costs and 
total outputs. But nothing of the sort is 
done. Indeed, commissions do not have a 
term that approximates the economists’ 


4 These are cases, clearly enough, of my inferences 
of commissions’ inferences of operating-expense be- 
havior. Certainly I cannot deny the use of intuition 
as the decisions are classified. Thus, another student, 
starting from scratch and using the same data, has 
some probability of at least minor deviations from 
Table 1. 
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concept of variable cost. Table 1 indi- 
cates, to be sure, that four decisions con- 
tain estimates of operating costs for the 
year beyond the decision year. Even 
these decisions do not involve any evi- 
dent attention to variable costs; instead, 
the estimates concern prospective in- 
creases in wage rates and other factor- 
unit costs. Commissions are usually ob- 
livious of a variable-cost condition rather 
than deliberately indifferent to it. As- 
suming past sales to persist at the new 
and revised prices (the implicit assump- 
tion of perfectly inelastic demand) and 
being attached in any case to accounting 
data as a reliable means of guidance, the 
regulator simply gives no place to vari- 
able-cost functions as the total allowable 
revenue is determined and the price level 
is altered. 

Choosing the allowable operating costs 
in an earnings investigation, public util- 
ity commissions prefer some actual or ad- 
justed sum of recent operating costs. The 
operating costs of the last calendar year 
are the commonest choice. Actual oper- 
ating expenses of the past calendar year 
are used in 27 cases out of the 129; and, 
if the instances of current-cost adjust- 
ment of the latest calendar-year ex- 
penses are included, the total number of 
decisions comes to 53. This figure rises to 
63 decisions if the choices of actual or 
adjusted costs of a twelve-month period, 
ending sometime in the decision year 
(items 8 and 9 of Table 1), are added. 
Thereafter, the commonest choices are 
the second calendar year before the deci- 
sion, estimates for the whole year of deci- 
sion (usually obtained by raising the 
year’s expenses to a full-year level), and 
expenses of several prior months. Only 
two decisions use the operating expenses 
of the third calendar year before the de- 
cisions. And in eighteen decisions the 
choice of an operating-expense base can- 
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not be discerned in the commission opin- 
ions. 

Selecting a recent period as a base for 
operating-cost measurement, most com- 
missions do not offer an explanation at all 
of their choices. In fact, they do not even 
mention “average” or “‘sensible”’ or “repre- 
sentative” measurements of costs. Appar- 
ently the common practice, taken to have 
an obvious validity, is sufficient for them. 
Thus, most of the commissions fail to 
recognize the simple fact that, since 
prices are being fixed for future opera- 
tions, the past operating costs are rele- 
vant to the future only in so far as they 
indicate something significant about 
future cost behavior. 

Current-cost adjustments of actual 
(accounting record) costs need an expla- 
nation. These concern unit-price changes 
in the things for which companies make 
current expenditures. When some change 
is experienced in these commodity prices 
(costs) beyond the historical base and 
evidence of the new condition is avail- 
able, the actual costs are adjusted to give 
full effect to the change. Wage-rate 
changes are prominent current reasons 
for such adjustments. And other kinds of 
current-cost changes are used to make 
these adjustments of recent, actual-cost 
bases: amortization of rate-case expenses, 
prices of materials, and significant varia- 
tions in maintenance costs.$ 


5 In some cases the commissions also make allow- 
ances for changes in income-tax bills relative to 
earnings control, raising the allowance as more 
earnings are anticipated and vice versa (cf. Re 
Orange & Rockland Electric Co. [N.Y.], 49 P.U.R.- 
[N.S.], 257, 309 [1943]; Re Cities Service Gas Co. 
[FPC], 50 P.U.R. [N.S.], 65, 88 [1943]; Re Pleasant 
Green Water Co. [Utah], 55 P.U.R. [N.S.], 99, 121 
[1944]; Re Brooklyn Borough Gas Co. [N.Y.], 56 
P.U.R. [N.S.], 1, 47 [1944]; Re Mississippi River 
Fuel Co. [FPC], 63 P.U.R. [N.S.], 80, 97 [1045]; 
P.U. Com. v. Central Maine P. Co. (Me.], 75 P.U.R. 
[N.S.], 90, 95 [1948]; Pittsburgh v. Pitisburgh & West 
Virginia Gas Co. [FPC], 76 P.U.R. [N.S.], 65, 82 
[1948]). Treating income taxes as reasonable costs 
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Even if these current-cost adjustments 
are tied to accounting summations of ac- 
tual costs and are clearly restricted to 
immediate experiences, they show more 
awareness of changing cost behavior than 
straight tabulations of past operating ex- 
penses do. Higher aggregrate costs of 
fixed outputs are recognized; if commis- 
sions must take some amount of past 
sales (output) as they measure the sales 
under new prices and consequently have 
a sense of a fixed g value in cost-price re- 
lationships, they do well, of course, to 
recognize increases (decreases) in such a 
limited cost function. At least the cur- 
rent-cost adjustments manifest a concern 
for the most recent cost experiences, and 
they indicate the commission’s desire to 
be close to future cost experiences. 

Although some commissions make cur- 
rent-cost adjustments in past actual 
costs, they do not undertake predictions 
of future operating costs. At best they do 
not wish to go beyond the immediate ex- 
periences. A few commissions, refusing to 
deal with probable future operating 
costs, make comments that imply an in- 
terest in relationships between past and 
future costs, even if they commonly 
make remarkably easy and convenient 
reconciliations of past-future relation- 
ships. One commission says: ““The best 
test, of course, is actual experience. . . . 
We cannot see into the future but we ex- 
pect our estimate to be realized.”® When 
the Federal Power Commission chose op- 
erating costs of the second calendar year 
before the decision, it thought that the 
costs were “representative” of the “im- 


rather than deductions from investor returns, com- 
missions follow the reasoning of the Supreme Court 
in the Galveston case (258 U.S. 388, 399) and do 
not raise questions about the economic character of 
the action. 

*Re Chesapeake & Potomac Tel. Co. (Md.), 70 
P.U.R. (N.S.), 97, 121 (1947). 


mediate future.” To defend its choice, 
the commission said: ‘Prediction of fu- 
ture conditions, particularly under pres- 
ent emergency conditions, is beset with 
more than average difficulty.”’ The 
Federal Power Commission reconciled its 
choice of an uncertain past-future rela- 
tionship by observing that the future 
cost behavior was uncertain. 

In another instance the commission 
thought that the second preceding year 
was a “conservative ‘average’ year”—a 
“... conservative basis because allow- 
ance will be made for all probable future 
increases in... operating expenses.’”* 
Elsewhere the commission believed that 
the past costs were, strangely, the “most 
reliable guide for the future in view of 
changing economic conditions” ;? operat- 
ing costs of the preceding year were 
chosen simply because they were “fair 
and reasonable,” while an estimate of 
future costs was rejected because it was 
“too speculative and conjectural” ;** past 
costs are “typical and afford the latest 
available data” ;* or past operations pro- 
vide a “test year.””* Although the FPC is 
more articulate about its choices, state 
commissions make occasional comments 
on their choices of past costs, saying that 
they are “safe and conservative,” are 
sufficient in so far as “regulation is a con- 
tinuing process,” and avoid “unsatisfac- 
tory” estimates.* The Pennsylvania 


7 Re Canadian River Gas Co. (FPC), 43 P.U.R. 
(N.S.), 205, 225 (1942). 

8 Cities of Cleveland and Akron v. Hope Natural 
Gas Co. (FPC), 44 P.U.R. (N.S.), 1, 35 (1942). 

* City of Detroit v. Panhandle Eastern Pipe Line 
Co. (FPC), 45 P.U.R. (N.S.), 203, 216 (1942). 

10 Re Cities Service Gas Co. (FPC), 50 P.U.R. 
(N.S.), 65, 89 (1943). 

11 Re Interstate Natural Gas Co. (FPC), 48 
P.U.R. (N.S.), 267, 279 (1943). 

12 Re Mississippi River Fuel Corp. (FPC), 63 
P.U.R. (N.S.), 89, 95 (1945). 

3 Cf. Public Service Commission of Utah v. Utah 
Power & Light Co. (Utah), 50 P.U.R. (N.S.), 133, 
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commission says: “Potential operating 
expenses can only be included in test cal- 
culations if based upon imminent hap- 
penings which, with almost complete cer- 
tainty, can be expected to transpire.’’4 

Recognizing the preference for some 
sort of historical base for reasonable op- 
erating costs, can we explain how the 
commissions happen to choose one base 
instead of another? After all, the list in 
Table 1 includes at least a dozen distinct 
bases; and additional ones doubtless may 
be perceived by examining further deci- 
sions. Not much seems to be clear about 
these choices. For one thing the straight 
use of the past operating costs was com- 
monest in the thirties and early wartime 
years. But, when price inflation became 
rampant after the war, the commissions 
began to adjust the past cost sums for 
current-cost changes. This difference sug- 
gests attention to experienced cost be- 
havior which is nearest to forthcoming 
operations—that is most likely to have 
some direct continuity with costs during 
the years in which the prices will be used. 
Manifesting apparently the same state of 
mind, the commissions commonly do not 
reach backward more than one year or 
two years for operating-expense data. 
Nothing more is available on a distinc- 
tion between the first, second, or third 
preceding years except the fact that, as a 
matter of accounting accuracy, the com- 
missions may go back more than one year 
only because they want a full-year record 
of costs. 

Summarizing the commission choices 
of operating-cost sums, anyone can see 


171 (1943); Re Jersey Central Power & Light Co. 
(N.J.), 66 P.U.R. (N.S.), 129, 134 (1946); Re Old 
Colony Gas Co. (Mass.), 75 P.U.R. (N.S.), 47, 50 
(1948). 

14 Pennsylvania Public Utilities Commission v. 
Johnstown Traction Co. (Pa.), 74 P.U.R. (N.S.), 
129, 139 (1948). 
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quite readily the high attachment to ac- 
counting records. The accounting data 
represent reliable cost experiences. When 
significant changes occur in wage rates 
and material prices just prior to a com- 
mission decision or are pending at the 
time of the decision, the actual costs may 
be revised. But the commissions do not 
proceed with such cost adjustments when 
dealing with further and probable changes 
in costs. Most of all, they do not give any 
attention to costs as a function of output 
even if, as a result of their price-level re- 
visions, some minimum decrease or in- 
crease (assuming available plant capac- 
ity) is predictable in total sales. Making 
output (sales) a constant by implication 
and accepting only certain kinds of cost 
changes for this fixed output, regulators 
have a remarkably simple and conven- 
ient construction of cost behavior. 


II 


This section, using logic rather than 
accounting data and other formulations 
of experiences, analyzes the reliance of 
commissions on past operating costs. The 
logical analysis is used to “test’’ the suf- 
ficiency of the experiential pattern. A 
general, essentially modal, version is used 
here for the commission choice of operat- 
ing costs: a past, actually experienced, 
sum of these costs.’ This simplification 


*sOne further question of logical consistency 
concerns the variety of operating-cost bases that 
are listed in Table 1. Having at least a dozen dis- 
tinguishable historical measurements of operating 
costs as they compute sums of reasonable total 
costs, commissions surely cannot be inferred to have 
an invariable policy for all companies. A single 
firm may encounter different cost calculations from 
several commissions, or the firm may receive differ- 
ent sorts of operating-cost measurements in suc- 
cessive cases under the same commission. There 
seems to be attention to opportunity and circum- 
stance rather than consistent relationship. This 
condition raises obvious questions about the valua- 
tion and economical allocation of factors between 
commission jurisdictions. 
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allows the study to focus on the meaning 
of commission behavior as a whole; it ex- 
cludes the several deviations from modal 
behavior that are listed in Table 1. Di- 
rected to the regulatory end of reasonable 
earnings and dealing with experiential 
cost concepts relative to price differentia- 
tion, this section is arranged to show 
some inadequacies of simple observa- 
tions and organizations of experienced 
costs. 

Before attention is directed to some 
questions of cost-price relationship, the 
implicit regulatory concept of a variable- 
cost function needs to be understood. 
Choosing a past sum of operating cost as 
the probable cost sum in succeeding oper- 
ating periods (but being likely to experi- 
ence output changes as a result of the 
prescribed price changes), regulators im- 
ply a peculiar behavior of short-run vari- 
able and marginal costs. Within this reg- 
ulatory framework the total variable 
cost is given, perversely, the character of 
fixed cost. Expressed in formal terms, the 
regulatory notion of average variable 
cost is: AVC = 1/qg- k. Average variable 
cost decreases in proportion to the in- 
creases in output. Such a cost behavior is 
ridiculous except as one, thinking of an 
invariable use of plant capacity, can 
comprehend the special case of only one 
q value. Having this general concept of a 
variable-cost function, commissions also 
think implicitly as though marginal costs 
are zero—as though marginal costs have 
no existence—as they actually do not in 
commission minds. Claims may appear 
here and there in economic literature for 
a constant marginal cost, but an implica- 
tion of zero marginal costs is simply a re- 
flection of a grossly simplified perception 
of cost behavior. 

Since the reasoning of this section in- 
volves both demand and cost matters, 
something more should be recognized 
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about a fixed g value in regulatory men- 
tality. A typical commission, determin- 
ing the reasonable price level for a com- 
pany in a market situation other than 
rail and motor transportation, not only 
uses a fixed amount of variable cost but 
also assumes a continuation of some past 
amount of sales. Taking some choice of 
past sales to be representative of future 
sales even if prices are revised, the regu- 
lator has an implicit assumption of per- 
fect price inelasticity of demand. I 
sampled and described this condition in 
an earlier article. Although most com- 
missions seem to use the past-sales rule, 
all of them do not adhere to it all the 
time. A few decisions about the electric, 
gas, communication, urban transporta- 
tion, and water service recognize that 
consumers are responsive to price 
changes."’ And if the decisions of the In- 
terstate Commerce Commission are ex- 
amined and classified, a more frequent 
attention to demand responses can be 
expected."* At any rate, a fixed g value 


© Op. cit., pp. 372-75- 

'? Two out of ninety decisions in the earlier 
sample (ibid., p. 373) showed awareness of probable 
buyer responses to price changes: Re Syracuse Trans- 
it Corp. (N.Y.), 59 P.U.R. (N.S.), 170, 186-87 
(1945); Re Western Union Telegraph Co. (FCC), 
64 P.U.R. (N.S.), 216, 244 ff. (1946). More 
recently I read another: Pennsyloania Public 
Utilities Commission v. Johnstown Traction Co. 
(Pa.), 74 P.U.R. (N.S.), 129, 139-40 (1948). 


%8 Although I have not assembled a sample of 
rate-case decisions about freight and passenger 
transportation, I infer from available evidence that 
the ICC gives more attention to demand elasticity 
than other commissions commonly do. The general 
federal rule of rate-making—Sec. 15¢ of the Inter- 
state Commerce Act—requires consideration of 
the “effects of rates on the movement of traffic”; 
the ICC is authorized by the Supreme Court to 
examine revenue effects of proposed rate changes 
(Hudson & Manhatian R.R. Co. v. United States, 
313 U.S. 98, 99 [1941]); and the commission seems 
to show more attention to demand responses in the 
large rate-level cases of the last twenty years (cf. 
D. Philip Locklin, Economics of Transportation 
[3d ed.; Chicago: Irwin, 1947], pp. 355-56). 
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for cost and demand values is treated as a 
common regulatory condition in some 
public utility industries rather than a 
universal regulatory concept. 

The implicit regulatory concept of 
variable-cost behavior—indeed, the whole 
experiential character of cost and revenue 
measurement—impairs a commission’s 
ability to achieve price and earnings con- 
trol. Using a fixed amount of past operat- 
ing costs when the aggregate allowable 
costs are determined and assuming a per- 
fectly inelastic demand in terms of the 
past-sales rule, a commission is “risking” 
what it declares to be the end of its ac- 
tion. Let us recognize that the commis- 
sion seeks an equation of total cost and 
total revenue.’® Let us follow commission 
behavior another step and recognize that 
the TC and TR values are determined 
from recent but experienced costs and 
sales. Based on a fixed g value that repre- 
sents a general construction for the past 
cost and the past sales choices of com- 
missions, the general equation for reason- 
able earnings becomes TC, = TR,, where 
q is the historical-quantity base, either 
for the same period or, as in some com- 
mission opinions, different time periods 
for the TC and TR values. 

Even though TC, = TR, is arranged 
in terms of historical data, the equation 
and consequent price level are relevant 
only to future operations. Commissions 
plan the future earnings and prices. In a 
particular case a measurement with the 
equation TC, = TR, is conceived by the 
commission to apply until a further 
measurement is made. Meanwhile, the 
company, experiencing changes in total 
output and possibly shifts of variable- 
cost behavior, does not have the same 

*»Some components of reasonable total costs, 
particularly depreciation costs and investor returns, 


are excluded from this discussion, but they are in- 
cluded, of course, in the TC value. 
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total cost for which the commission 
planned. When the buyers are at least 
slightly responsive to price changes (a 
minimum condition of relative price in- 
elasticity rather than perfect price in- 
elasticity of demand seems sensible) or 
when increases in demand occur, a com- 
pany, having available plant capacity 
with which to serve the buyers, experi- 
ences an increase in output after a price- 
level reduction is ordered. Availability of 
plant, demand behavior, and the regula- 
tory price reduction are conditions of 
such an output change. An output in- 
crease above g is quite conceivable, and, 
consequently, a question is raised about 
changes in the regulated TC value. 
When output increases, economists 
commonly expect some increase in total 
costs. That is, they commonly expect 
some minimum of variable-cost behavior. 
In special cases such as the operation of a 
hydroelectric dam, taken alone, the “cur- 
rent” costs may not vary with output, 
but, in general, public utility firms can be 
sensibly assumed to have some variable 
costs. Therefore, the TC,, posited by the 
commission as the planned total cost, is 
insufficient when buyers respond to or- 
dered price reductions or show an in- 
crease in demand. Some increment in to- 
tal cost must be added to TC, if the com- 
mission means to have a more nearly suf- 
ficient measure of planned total cost. 
This addition to TC, grows larger, of 
course, as a buyer response unfolds; con- 
sequently, the regulatory choice of an 
addition obviously depends on the antici- 
pated time of the next price change, 
price elasticity of buyer demand, and (if 
any sensible inferences can be drawn) the 
changes in demand. Let ATC,, represent- 
ing an anticipation relative to the vari- 
able-cost function, be the average addi- 
tion to total cost between g and the next 
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price determination, and the planned to- 
tal cost becomes TC, + ATC,. 

A regulator may observe that a con- 
struction of cost behavior, giving a place 
to variable costs, does not apply to all 
regulatory situations. That is true. A 
company may not have any unused plant 
capacity and thus not be able to meet 
buyer responses to regulatory price re- 
ductions. This may be a momentary situ- 
ation in the process of plant expansion; if 
permanent, it represents a conflict with 
the general allocation rule of demand sup- 
ply (or the common-law rule for public 
utility status, serving all who come) and 
raises questions of resource use that 
transcend the immediate condition of 
excessive earnings. Or the commission 
may say that, with frequent earnings in- 
vestigations and price revisions, TC, can 
be revised so often that no significant in- 
crements in variable costs occur. Unfor- 
tunately, most commissions do not un- 
dertake frequent investigations of each 
firm that they control. 

A TC, construction of planned costs 
neglects another cost condition: the ac- 
tual and prospective increases in com- 
modity prices after the time when the 
basic TC, occurs.?° Some commissions, as 
noted beforehand, make ‘“current-cost 
adjustments” of prior cost sums, but 
only an occasional commission ventures 
to predict further cost changes of this 
sort. To increase the probability of 
TC, = TR, (the actual future or “true” 
values) or, in more meaningful terms, to 
reduce the chance of significant devia- 
tions from TC, = TR,, the commission 

*If all price changes were discussed here, a 
larger problem would be the relation of higher 
capital-factor prices to the regulatory allowances 
for investor returns and depreciation costs. Again 
@ commission, preferring some version of original 
or investment cost, relies on experiences and is 
likely to recall the experienced horrors of reproduc- 


tion-cost valuations if attention to changing capital 
costs is suggested. 
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needs to provide for a second alteration 
of the TC, value. Since the ATC, takes 
care of the probable cost addition for out- 
puts beyond g, ATC, can be the cost in- 
crement (decrement) in the fixed output 
of q that is anticipated from subsequent 
commodity price and other cost-unit 
changes—anticipated from shifts in the 
variable cost function. The ATC, in- 
cludes the actual cost-unit changes be- 
tween the time reference of TC, and the 
decision date, and the average expect- 
ancy of such changes between this deci- 
sion date and the next anticipated deci- 
sion date. Now, the planned cost sum, 
which starts with some commission 
choice of past operating costs and is as- 
sociated with a buyer response to an or- 
dered price reduction, is TC, + ATC, + 
ATC.. 

Although increases in output are rec- 
ognized in the foregoing revisions of a 
commission calculation of planned ag- 
gregate cost, nothing has been said so far 
about changes in TR,. Eliminating ex- 
cess earnings by means of TC, = TR,,a 
commission orders a price level at which 
buyers can purchase more than the fixed 
g amount. When consumers are expected 
to buy larger quantities under the new 
than the old price level and when plant 
capacity is available, the probable total 
revenue increases above the planned 
TR,. If they do buy more service, the ac- 
tual revenue, 7R,, of a future period ex- 
ceeds the planned revenue, 7R,. In 
terms of Figure 1 the consumers are ex- 
pected to buy more than Q, at P,; in- 
deed, if enough time elapses for full ex- 
pression of demand behavior, the ex- 
pected increment in total revenue is 
P,- Q,Q,. To take account of this pos- 
sible condition, the commission needs to 
anticipate the probable average response 
to the price-level change between the 
time of TR, and the next anticipated 
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date of a price revision. This change is 
represented by ATRz, and the planned 
TR now is TR, + ATRa. 

Just as attention may be given to 
probable shifts in the variable-cost func- 
tion (ATC.), so consideration may be 
given to probable shifts in the demand 
function as the planned 7°R is calculated. 
Perhaps the commission cannot discern 
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planned revenue relative to the origina] 
price determinations becomes 7R,+ 
ATRat ATR.. 

A further problem is the probability of 
excess, deficient, or reasonable earnings 
with the planned cost and revenue sums 
of the foregoing discussion. In the tradi- 
tional regulatory equation, TC, = TR,, 
no anticipations of cost and demand be- 


Tl, ATS < TRytA TR, 











Quantity 


Fic. 1 


any “reliable’’ evidence from which such 
increases (decreases) in demand can be 
inferred. Yet when, as in -periods of 
sharply changing consumer incomes or 
significant nonproportional price changes 
for substitutes that have cross-elastici- 
ties of demand with public utility serv- 
ices, prospects of demand shifts are quite 
easily discerned, the TR, needs further 
supplementation. Let ATR. be the aver- 
age increment (decrement) in planned 
total revenue that is anticipated from 
demand shifts between the time of TR, 
and the next decision date, and the 


havior are really present. And even the 
revised constructions of planned total 
cost and total revenue (JC, + ATC, + 
ATC. and TR, + ATRz+ ATR.) are 
tied to the original commission determina- 
tion of a price level. The question is wheth- 
er further attention should be given to de- 
mand and cost behavior—whether the 
initial price determination should be re- 
vised upward or downward so that, as 
planned or probable sums, TJC, + 
ATC, + ATC, = TR, + ATCa + ATR. 
Illustrating the nature of this problem, 
Figure 1 consists of a continuous and 
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anticipated demand function, DD, and a 
continuous and anticipated average cost 
function, AC. Shifts in the demand and 
cost functions are excluded for the sake 
of simplification. And a single price, such 
as a uniform bus fare, or a generalized 
price level is conceived so that the im- 
mediate discussion is not complicated by 
price differentiations. 

Starting with P, at Q, and observing 
excessive earnings, the commission or- 
ders P, and plans an equation of TC, and 
TR,. But buyers can be expected to take 
more than Q, at P,; and, consequently, 
the planning must deal with probable 
revenue and variable-cost increments. 
Between Q, and Q, the cost-revenue rela- 
tionship, planned with a fixed P,, comes 
to TC, + ATC, < TR, + ATR; and 
excessive earnings can be anticipated at 
P,. But when P, is chosen or is ap- 
proached,* the planned total cost and 
total revenue are equated. A slight revi- 
sion of the planning equation is necessary 
at P;: starting with TR, but reducing the 
price below P,, the commission must al- 
low for both demand elasticity below P, 
and cost behavior beyond Q,. So, when a 
commission sets out to correct excessive 
earnings and anticipates a decreasing- 
cost condition with a given plant (i.e., 
the AC curve is expected to slope down- 
ward even if the average variable costs 
are constant or beginning to increase), 
the rule of TC, = TR, does not eliminate 
all excessive earnings.” But if an increas- 


*In so far as ATCeand ATR, are the average 
expected increments between the original and the 
next anticipated decision date (and they are so 
defined in foregoing paragraphs), P; of Fig. 1 
may be somewhat low and Q; somewhat high. If 
these meanings are retained and the demand re- 
sponse to a price change unfolds gradually rather 
than instantaneously, then T7C, + ATC. = 
TR, + ATR, at a price somewhat above P;. To 
facilitate graphic expression, Fig. 2 is arranged, 
however, as though the demand responses were 
instantaneous. 


ing-cost condition occurs beyond Q, and 
if, consequently, the output moves in the 
direction where AVC > P,, the use of 
TC, = TR, results in deficient earnings. 
Only when the average variable costs are 
constant and are equal to the prescribed 
price (i.e., when AVC = P,) can TC, = 
TR, be justified as an adequate planning 
arrangement in short-period regulation. 

The anticipatory character of these 
cost-revenue relationships should be re- 
membered. TC, + ATC, + ATC, is a 
probable total cost in reasonable earnings 
control, and it is not likely to be equal 
exactly to the actual total cost, 7C,, that 
is incurred later. Similarly, TR, + 
ATR, + ATR. is not necessarily the 
same thing as the actual revenue, 7R,, 
under the prescribed price level. In fact, 
one conceivable denominator of regula- 
tory efficiency is the deviation of the 
planned from the actual sums. 

Although the foregoing discussion of 
earnings control in relation to commis- 
sion cost concepts is premised on exces- 
sive earnings, it can be reversed readily 
enough to sum up the case of an existing 
deficiency of earnings. Starting with a 
price-level increase according to TC, = 
TR,, the general equation, revising the 
commission calculations to make allow- 
ances for demand and variable-cost be- 


havior, is TC, — ATC, + ATC. = 


TR, — ATRz + ATR.. Again the de- 
creasing, increasing, or constant char- 
acter of the cost anticipations affects the 
probability that the rule, TC, = TR,, 
will result in an excess, reasonable, or still 
deficient amount of earnings. When TC, 
is calculated with an increasing AC con- 


= These expectations of cost functions naturally 
are apart from situations in which the commissions 
reason as though the total variable costs are fixed 
and the marginal costs are zero. Assigned to regu- 
latory thought, these expectations are used, of 
course, to analyze the consequences of TC, = TR,. 
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dition (as well, of course, as an increasing 
AVC condition) but the expected output, 
following from a demand response to the 
price increase, moves downward, the reg- 
ulator can expect the rule to lead to ex- 
cess earnings. On the contrary, when the 
situation is one of decreasing costs (i.e., 
when the expected AC values are de- 
creasing as the output increases), the 
rule still leaves a deficiency in total earn- 
ings. As in the case of excess earnings, the 
rule is sufficient only if the AVC (and 
AC) values are expected to be constant. 

Only a few commissions have any- 
thing to say about their expectations of 
demand and revenue changes after 
prices are altered. Even these few have 
hopeful, comforting expectations of a 
continuing reasonableness of earnings. 
Rejecting a company’s estimate of in- 
creases in operating expenses, the Wis- 
consin commission said: 


Actual operating results during the five 
years [the last five calendar years prior to the 


decision] indicate in a conclusive way that in- 
creased revenues have been sufficient to cover 
increased expenses. . . . The basis of his [com- 
pany witness] estimate is not indicated but if it 
is predicated upon additional costs because 
of additional business, which appears to be 
the case, it is our opinion that the additional 
revenue from increased business will cover any 
increased expenses that may be experienced in 
these categories.?3 


In an earlier case the same commis- 
sion,*4 seeing a recent increase of 2 per 
cent per year in the company’s total 
revenue, made a simple linear projection 


*3 City of Two Rivers v. Commonwealth Tel. Co. 
(Wis.), 70 P.U.R. (N.S.), 5, 13-14 (1947). 


* Another commission says: “We think any 
apparent injustice to the company in using 1940 
consumption is taken care of by the fact that [the] 
cost of gas is such a large part of the expenses. If, 
as the company fears, it won’t sell as much gas in 
1941 as it did in 1940, it won’t have to buy as much 
gas and its expenses will be much less” (Arkansas 
Power & Light Co. v. City of McGehee [Ark.], 42 
P.U.R. [N.S,], 65, 84 [1941]). 
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of the experience: “Such an increase in 
revenues is more than sufficient to offset 
any anticipated increases in operators’ 
wages expense.””*5 Several other commis- 
sions have implied that, after new prices 
go into effect, a compensating relation 
between revenue and cost changes will be 
realized and maintenance of reasonable 
earnings will be assured.” 

How can such a compensating relation 
be explained in terms of demand and 
variable-cost behavior? Assuming a uni- 
form price for service and using the terms 
of the foregoing discussion, the commis- 
sion expects an extraordinary relation- 
ship: ATC, + ATC, = ATRz + ATR.. 
And, if shifts in anticipated cost and de- 
mand functions are excluded, then the 
proposed relationship is simply ATC, = 
ATR, or, in terms of Figure 1, AVC = 
P,. 

The compensating relation becomes 
more complicated, however, when it is 
associated with a price-differentiation 
situation. Indeed, the uniform-price or 
price-level assumption, used to simplify 
the foregoing analysis, takes the problem 
of a planned cost-price relationship away 
from a frequent characteristic of its pub- 
lic utility context. Let us assume hence- 
forth in this section that the regulated 
company differentiates prices in the 
block-rate manner but has only one class 
of buyers. Dealing with this form of price 
differentiation, a commission has a choice 
of ways in which price changes can be 
effected. And these choices have a bear- 
ing on the compensating relation, among 
other things. 

2 Re Commonwealth Tel. Co. (Wis.), 41 P.U.R. 
(N.S.), 78, 91 (1941). 

* Cf. City of Detroit v. Panhandle Eastern Pipe 
Line Co. (FPC), 45 P.U.R. (N.S.), 203, 217 
(1942); Re Cities Service Gas Co. (FPC) 50 P.U.R. 
(N.S.), 65, 89 (1943); Re Worcester Gas Light Co. 
(Mass.), 70 P.U.R. (N.S.), 17, 18 (1947); Re Spring- 
field Gas Light Co. (Mass.), 70 P.U.R. (N.S.), 
82, 83 (1947). 
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At first the discussion excludes changes 
in buyer responses to the several block 
prices and uses the graphic illustration of 
Figure 2. A series of block prices—P,, P,, 
P,, and P,—are available at which the 
buyers make purchases. Observing exces- 
sive earnings, the commission reduces the 
low-block price from P, to P;. The aver- 
age variable cost (AVC,) must be con- 








when regulators show no discernible in- 
terest in variable-cost behavior. 
Another conceivable construction of 
the compensation idea involves demand 
and cost increases (decreases) rather than 
simply buyer responses to price changes. 
Anticipating new buyers as well as de- 
mand increases by old buyers, the com- 
pany can sell larger quantities at each of 














Quan tity 
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the block prices. Viewed (as beforehand) 
in the context of a given plant, the curve 
of average variable costs also increases. 
In this framework the revenue incre- 
ments from demand increases (which are 
expressed in terms of a limited number of 
block prices) are equal, period by period, 
to cost increments that follow from (a) 
higher prices of labor, material, or other 
expenditure categories, and (5) the direc- 
tion of variable-cost change—an upward 
or downward slope of an AVC curve. 
Such an arrangement involves a strange 
and quite improbable integration of cost 
and demand changes. 


stant and be equal to P, if revenue and 
cost changes are to compensate. A con- 
stancy of AVC, which is peculiarly as- 
sociated with only one block price, is 
hard to believe. And when several or all 
block prices are reduced, the average 
variable cost must have a higher posi- 
tion, such as A VC,, if the anticipated in- 
crements in total revenue and total cost 
are equated.*”7 This coincidence, too, 
seems quite improbable, particularly 

” Although problems of resource allocation are 
not discussed here, the relation of AVC and P 


(eg., AVC, = P, in Fig. 2) raises further questions 
about the sufficiency of regulatory cost concepts. 
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Figure 3 pictures the case of demand 
and cost increases when the block prices 
are fixed. At P, the demand shifts from 
D, to Ds and then to D.; at P,, adding 
quantities cumulatively, from D; to D, 
and next to Di; and at P;, continuing to 
add quantities cumulatively, from D, to 
D., and finally to D:. When the aggregate 
output increases from Q, to Q, and the 
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cost values. This is a further and very 
strained logical construction of the com- 
pensating relation. 

Commissioners may protest, of course, 
that they meant no such thing as is deline- 
ated in connection with Figures 2 and 3. 
I am willing to believe them; indeed, they 
give their compensation rule (stated or 
implied) no content at all and thereby 
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demands shift to Ds, Dx, and D., the 
variable-cost function must shift upward 
(as arranged in Fig. 3) or have a consid- 
erable upward slope if the compensating 
relation holds. When the demands shift 
to D., Di, and D:, the average variable 
costs must change in some manner, e.g., 
from AVC, to AVC;,. In this simplified, 
discontinuous case the critical variable 
costs are u, v, and w at Q,, Q., and Q,. 
And if the demand increases are concen- 
trated at the top block prices (they are 
not in Fig. 3), a more accentuated dif- 
ference must occur between the variable- 


leave the impression of wishing a realiza- 
tion of a continuing reasonableness in the 
cost-revenue relation. They do not de- 
scribe what sort of cost behavior they 
have in mind; even a distinction between 
a given plant and a plant change (invest- 
ment or disinvestment) is not made clear. 
Nor do they indicate the origins of 
revenue changes. 

As it is, the situation in Figure 3 makes 
little sense except in imaginary terms. 
First, the variable-cost behavior requires 
further attention. Undertaking study of 
this behavior, we are likely to find differ- 
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ences in variable costs between the 
blocks because, in some measure, differ- 
ences in service uses and production con- 
ditions are involved. Next, service to new 
buyers may involve cost changes that 
differ from those of additional sales to old 
buyers. Taken altogether, the compen- 
sating relation sounds as though a good 
deal of reliance is placed in luck. In any 
case the situation in Figure 3 shows how 
extraordinary the logical construction 
must be if the compensating rule is real- 
ized time after time. This logical exten- 
sion of one manifestation of experiential 
control shows something about the limi- 
tations, the large limitations, of the con- 
trol. 
Ill 


Attached to experiences and imputing 
a finality to their observation and or- 
ganization of events, public utility regu- 
lators have a conventional political pat- 
tern of behavior and are in high repute 
among those who seek the “facts.” But 
they do not have a sufficient pattern of 
control. They have more accounting in- 
formation on cost experiences than at 
any time in their histories; yet compre- 
hension and logical organization of cost 
relationships lag. Reasonable costs are 
not yet understood in any significant 
functional relationship to output. Treat- 
ing variable costs implicitly as though 
they are fixed costs, commissions mani- 
fest a poor understanding of logically or- 
ganized relationships of costs. Guided 
too strictly by past costs and sales and 
losing account of the projected character 
of earnings control, they even lack an 
adequate regulatory pattern of cost- 
revenue relationship. They apparently 
fear logical construction of their behavior 
as much because it extends thought be- 
yond immediate events as for any other 
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reason. Yet, in treating transactions and 
more particularly accounting entries as 
the true economic values, they obtain 
only illusory certainties. 

An economist’s logical arrangement of 
cost relationships, affording consistency 
and relational comprehension, can be 
used to improve the probability that 
costs are measured adequately and are 
covered by revenue in planning reason- 
able earnings. Economic analysis is com- 
plementary to regulatory experiences. 
Being without substantive content, it 
does not provide conclusive answers in 
actual regulatory situations. Indeed, a 
presumption of certainty is the primary 
error of any form of regulatory action. 
Only the certainty of uncertain achieve- 
ment is available in the regulatory proc- 
ess; and only certain opportunities to 
broaden the means and to increase the 
probability of achievement make the 
process better than nothing. A pattern of 
continuous control, involving a succes- 
sion of tentative but possibly more and 
more inclusive decisions, affords a pos- 
sible, groping way out of the dilemma 
wherein commissions determine a reason- 
able relationship today for cost-revenue 
behavior that cannot be known exactly 
until a later time.** An experimental ar- 
rangement of the regulatory process, con- 
sisting of interrelated use of logic and ex- 
perience and having consequently some 
consistency of form as well as accounting 
content, is conceivable. Yet the account- 
ing pattern, gaining yearly in transac- 
tional detail and regulatory coverage, is 
well fixed in the minds and organizations 
of commissions. 


Wayne UNIVERSITY 


28 Cf. Economics of Public Utilities (New York: 
Rinehart, 1947), pp. 306-8, 396-403. 





THE INCOME TAX AND THE SUPPLY OF LABOR’ 


RICHARD GOODE 


NE foundation of the case for the 
progressive income tax is the be- 
lief that it offers a means of re- 

ducing economic inequality with mini- 
mum sacrifice of the advantages of the 
price system as a guide for economic ac- 
tivity. Progressive taxation meets strong 
opposition when a defense of economic 
inequality on ethical or political grounds 
commands popular respect.? It becomes 
unnecessary when the price system is 
abandoned for comprehensive state con- 
trol. Then any desired distribution of in- 
come can be attained by government 
manipulation of prices, wages, and ra- 
tions.’ 

This case depends to an important de- 
gree upon the effects of the income tax on 
total production and on relative outputs 
and prices. If the tax reduces production, 
this loss must be charged against the 
benefits of the government expenditures 
it finances and the advantages of greater 
equality. If it significantly changes rela- 
tive outputs and prices, some of the po- 
tential advantages of the price system 
are lost; and the incidence of the tax and 
its effect on income distribution become 
uncertain. The shifts in the use of eco- 


* Adapted from a paper presented at the annual 
meeting of the Midwest Economic Association, 
St. Louis, April 22, 1949. I am indebted to Milton 
Friedman and O. H. Brownlee for many helpful 
suggestions and criticisms. 

* This is illustrated by the opposition to progres- 
sion in nineteenth-century Britain and by the de- 
bates in the United States over the income tax 
of 1894. 

3 The U.S.S.R., for example, makes little use of 
the progressive income tax; the principal source of 
revenue is a turnover tax. 


nomic resources that are at issue are the 
incidental or unintended additions to the 
deliberate changes in resource allocation 
that are always the purpose of taxation 
and government expenditures. 

The income tax may affect production 
through its influence on the amount and 
kind of work done and on the amount 
and kind of investment. This paper will 
examine some effects of the tax on the 
supply of labor as a whole and in par- 
ticular employments. The investment or 
capital-supply aspect of the problem, 
which has received more attention, will 
be considered only in connection with 
investment in training and preparation 
for work. The discussion relates to an in- 
come tax that is general in the sense that 
the same schedule of rates applies to all 
taxable income, after allowance for per- 
sonal exemptions, deductions, and ex- 
clusions. This does not mean, however, 
that the tax is general or uniform in the 
economic sense. There may be differ- 
ences between the economic and statu- 
tory definitions of net income and in the 
effectiveness of tax enforcement, which 
affect the taxation of economic income 
from various sources. For present pur- 
poses the total amount and composition 
of government expenditures are assumed 
to be given, and no account is taken of 
the impact of taxation and government 
expenditures on aggregate demand. 


EFFECT ON TOTAL LABOR SUPPLY 


Most formal treatments of the effect 
of the income tax on the total labor sup- 
ply run in terms of its influence on the 
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choice between leisure and income.‘ 
Clearly, the tax is not neutral between 
leisure and work. It reduces the money 
return from labor, but it diminishes the 
satisfaction from leisure only in so far as 
money income permits the enjoyment of 
leisure. It is not clear, however, that the 
imposition of an income tax will always 
cause a net reduction in the amount of 
work done. Impressed by the fact that 
the tax decreases the obtainable re- 
wards, some individuals may work less. 
Others may work more in an effort to 
raise their incomes before taxes in order 
" to maintain an accustomed or attain a 
desired standard of living. 

In more formal terms, we may say} 
that imposition of an income tax is| 
equivalent to a reduction in the price of| 
leisure and that, like other price reduc-; 


tions, it has a substitution effect and an i. 


income effect.s e substitution effect, 


suggests that more leisure will be bought | 
at the lower price. The income effect, 


however, is less clear. If government ex- 
penditures yielded no satisfactions to 
taxpayers, their real incomes would be 
reduced; and the income effect would be 
the opposite of that usually associated 
with a price decrease. On this assump- 
tion, the income effect would suggest 
that less leisure would be taken unless it 
were an “inferior good.’ To the extent, 
however, that taxpayers feel that gov- 


‘See, e.g., Duncan Black, The Incidence of 
Income Taxes (London, 1939), pp. 157-67; Haskell 
P. Wald, “The Classical Indictment of Indirect 
Taxation,” Quarterly Journal of Economics, LIX 
(August, 1945), 577-96; A. Henderson, “The 
Case for Indirect Taxation,” Economic Journal, 
LVIII (December, 1948), 538-53. 

‘Another approach is to consider an income 
tax as an increase in the effort price of income. 
See Lionel Robbins, “On the Elasticity of Demand 
for Income in Terms of Effort,” Economica, X 
(June, 1930), 123-29, reprinted in Readings in the 
Theory of Income Distribution (Philadelphia, 1946), 
PP. 237-44. 

*Cf. Wald, op. cit., p. 583. 
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ernment expenditures produce a form of 
income for them, the income effect of the 
tax is reduced; and the substitution ef- 
fect becomes relatively more important. 
For some taxpayers the income effect 
may be completely eliminated. The indi- 
vidual taxpayer usually does not look 
upon the payment of taxes as an ex- 
change transaction in which he buys 
government services. Nevertheless, gov- 
ernment services may satisfy wants that 
the individual would try to satisfy him- 
self if his disposable income were larger 
and government expenditures smaller. 
In the present context the income effect 
is only one aspect of the proposition that 
people may work less if conventional 
necessities are available without cost 
than if they must be bought by exchang- 
ing labor for them. Government services 
cost the community as a whole some- 
thing, but they may be free to an in- 
dividual in the sense that the amount of 
services received bears no relation to the 
amount of taxes paid by him. 

The interrelation between the sub- 
stitution effect and the income effect may 
be illustrated by supposing that the gov- 
ernment imposes a tax on a mixed group 
of confirmed vegetarians and meat-eat- 
ers and uses the revenue to provide free 
meat for consumers, Eyeryone will find 
that an hour of leisure costs him less than 
formerly, but the meat-eaters will prob- 
ably be more inclined to take advantage 
of the new price and increase their lei- 
sure. This is because the real income of 
the meat-eaters will be as great or greater 
than before, while the vegetarians will 
have suffered a loss of real income. 

The foregoing type of analysis may 
help indicate the nature of the problem, 
but it does not tell us the net effect of the 
income tax on the total labor supply. In 
dividual attitudes toward work, leisure 
and the usefulness of government serv 
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ices are different and unpredictable. It 
is uncertain whether the community as 
a whole will do more, less, or the same 
amount of work after an income tax is 
imposed. 

The considerations outlined are not 
peculiar to income taxes. Excises or sales 
taxes will also reduce the real return from 
labor. The most significant difference is 

ot between income taxes and consump- 
tion taxes as such but between different 

te structures.’ An individual is more 
likely to be deterred from additional 
work if the return is subject to a pro- 
gressive tax rate than if it is subject to a 
proportional or regressive rate. In prac- 
tice, consumption taxes are seldom pro- 
gressive with income over a wide range. 
A further possibility is that high- and 
low-income groups may differ in the ex- 
tent to which they try to work harder to 
prevent taxation from encroaching on 
their standard of living. If this reaction 
is more characteristic of low-income 
groups, it will be an additional reason for 
expecting a proportional or regressive 
tax to reduce the supply of labor less 
than a progressive tax. If, however, the 
reaction is more characteristic of high- 
income groups, it will partly offset the 
fact that each individual member of the 
community is more likely to be discour- 
aged from additional effort by a progres- 
sive rate of tax. 

Other differences in public reaction to 
income taxes and excise taxes are pos- 
sible. If individuals have a “money il- 
lusion,”’ they may be more conscious of 
income taxes than of excise taxes that re- 
duce their real incomes by an equivalent 
amount. This attitude, however, seems 
unlikely to persist for a long period of 
time. When a tax increase is expected to 
be temporary, excise taxes differ from 

? This important point has often been neglected, 
but it has been stressed by Henderson (op. cit., 
PP. 545-46). 


income taxes in that the former do not 
reduce the value of income currently 
saved and intended for use at a time 
when tax rates are expected to be lower. 

The concept of motivation implicit in 
the formal analysis of the effects of taxa- 
tion is subject to challenge. The tacit as- 
sumption that work in itself is always 
distasteful does not seem warranted. It 
is more plausible to suppose that most 
people find some amount of work satis- 
fying for its own sake. This is especially 
true in the professions, managerial posi- 
tions, and skilled occupations, which are 
ordinarily the most highly rewarded and 
therefore the most heavily taxed under 
progressive rate schedules. Moreover, 
customs and moral attitudes exert pres- 
sure toward work and against idleness. 
In Veblenian terms, we may say that so- 
cial credit attaches to “leisure” only 
when it is taken as evidence of extraordi- 
nary pecuniary standing.* If the pe- 
cuniary ability is not present, “leisure” 
becomes “idleness.” 

People seem to work not only for con- 
sumption goods and for the satisfaction 
inherent in the activity itself. Once a low 
minimum has been passed, income is de- 
sired also as an indication of status or as 
conventional evidence of success.* These 
objectives are largely relative and are 
not appreciably affected by a propor- 
tional tax. A progressive tax will reduce 
differences in amounts of disposable in- 
come and wealth but will not change the 
rank order of individuals. Income before 
taxes may continue to be the primary 
measure of success."® 

* Thorstein Veblen, The Theory of the Leisure 
Class (Modern Library ed. [New York, 1934]); 
PP. 35-67. 


» Frank H. Knight, Risk, Uncertainty and Profit 


(London, 1939), PP. $2-54, 331-33- 

© The income figures that receive publicity are 
nearly always for income before taxes. The news 
paper stories prompted by the Treasury Depart- 
ment’s annual lists of names of persons with large 
incomes have seldom pointed out that (before pas- 





_- 


Co_anbnnaormeee* a ~«* 


THE INCOME TAX AND THE SUPPLY OF LABOR 


Another objection that may be raised 
is that individual employees are not free 
to express their preferences between 
work and leisure because they have little 
control over their hours of work, There is 
an element of truth in this, but some 
flexibility can nearly always be obtained 
by absenteeism. Employers will be in- 
fluenced by the preferences of individual 
workers as to hours when these prefer- 
ences are reflected in the wages and other 
concessions that must be offered to se- 
cure labor. Organized workers as a group 
bargain about hours as well as wages and 
other working conditions. However, un- 
ion demands for shorter hours and for 
vacations do not necessarily represent a 
strong preference for free time as com- 
pared with additional income. In part, 
such demands may indicate a drive for 
social status and an attempt to win pre- 
rogatives traditionally reserved for high- 
er-income groups and white-collar work- 
ers. Shorter hours may also be a means of 
sharing work in slack periods. 

These qualifications and objections) 
suggest that the effect of taxation on the 
total labor supply may be less than has 
sometimes been supposed, but they do/ 
not permit a definite answer even to the 


simple question whether the labor supply 
will increase or decrease. Nor does the 
available inductive evidence dispel the 
uncertainties. The problem is analogous 
to that of the impact of changes in wage 
rates on the supply of labor. A few in- 
ductive studies have suggested that the}? omy, XLV (February, 1937), 45-79- 


short-run supply curve for labor of some 


fypées-tsegatively inclined over a sig- 
nificant range and that a decrease in 
wage rates increases the amount of labor 
offered.* This is perhaps the prevailing 


sage of the Revenue Act of 1948) a married person 
living in a community-property state—California, 
for example—paid much less taxes on a large in- 
come than a person living in a common-law state— 
New York, for example. 


+3! 
view. But the facts are meager and sub- 
ject to different interpretations.” 

How much of the historical reduction 
in working hours can be attributed to 
rising real wages is not clear. The de- 
crease in hours was part of a broad social 
movement that included the growth of 
democracy, the extension of education, 
the rise of trade-unions, and the accept- 
ance of new ideas about the efficiency of 
long and short hours of work."? These 
social developments may derive partly— 
but certainly not exclusively—from in- 
creasing real wages. Moreover, any his- 
torical relation between real wages and 
working hours is not necessarily revers- 
ible, especially if the reduction in wages 
received by individuals reflects a diver- 
sion of income to public consumption and 
investment rather than a decline in pro- 
ductivity. As government activities ex- 
pand, workers receive an increasing 
amount of real income in the form of 
public services. Taxes levied to support 
these services reduce real wages but do 
not reduce the real income of workers by 
an equivalent amount. Workers cannot 
be expected to behave in the same way 
as at some time in the past when their 
real wages were the same but their total 
real income lower." 

™ Paul H. Douglas, The Theory of Wages (New 
York, 1934), chaps. xi-xii; Erika H. Schoenberg 
and Paul H. Douglas, “Studies in the Supply Curve 
of Labor: The Relation in 1929 between Average 
Earnings in American Cities and the Proportions 
Seeking Employment,” Journal of Political Econ- 


2 John D. Durand finds both the a priori argu- 
ments and the available data “inconclusive and 
contradictory” (The Labor Force in the United 
States, 1890-1960 [New York, 1948], pp. 84-104). 

*) Wladimir Woytinsky, “Hours of Labor,” 
Encyclopaedia of the Social Sciences (New York, 
1937), VII, 478-93. 

*4 Taxation may also affect the labor supply by 
influencing the size of population, although this 
possibility seems relatively unimportant today, 
except in the poorest countries. For a discussion 
stressing the possible influence of taxation on popu- 
lation see Black, op. cit., pp. 168-79. 











EFFECTS ON LABOR SUPPLY IN PAR- 
TICULAR EMPLOYMENTS 


The effects of the income tax on the 
labor supply in particular employments 
have received less attention than its ef- 
fect on the total amount of work done. 
Yet taxation may influence occupational 
choice and also the division of time be- 
tween a regular job and casual work for 
one’s self. Such changes in the allocation 
of labor have a bearing on the efficiency 
of the market mechanism and possibly 
also on the incidence of taxation. 

The basis for the usual neglect of the 
effect of a general income tax on the 
choice among types of work is the as- 
sumption that the impact of the tax is 
substantially the same on returns from 
all types of employment. But an income 
tax is never perfectly general and uni- 
form. The income tax may affect the rel- 
ative attractiveness of different types of 
work because of differences in (x) the 
adequacy of deductions allowed for nec- 
essary costs of earning income, (2) the 
extent to which returns from various 
types of work enter into the tax base, (3) 
the tax rates applicable to money in- 
comes expected to be equivalent over 
time, and (4) the effectiveness of tax en- 
forcement. All except the third of these 
four differences in the impact of the in- 
come tax might exist even with a propor- 
tional rate; under a progressive scale of 
rates, they are accentuated for those sub- 
ject to the higher brackets but are of no 
consequence for the lowest income 
groups, who are exempt from the tax. 
The following discussion is focused on 
the present federal income tax, but a few 
comments are made on the feasibility of 
modifying the tax to eliminate its differ- 
ential repercussions. 


DIFFERENCES IN ALLOWABLE COST 
DEDUCTIONS 
The income tax does not allow deduc- 
tions for all costs associated with enter- 
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ing or pursuing certain occupations. 
ence the tax is not confined to pure net 
facome At high rates it may be expected 
o discourage the kinds of work that en- 
tail the largest amounts of nondeductible 
costs. 

One type of nondeductible cost is in- 
vestment in training and preparation for 
a particular kind of work. For example, 
a physician finds that an income tax de- 
lays and reduces the opportunity for 
amortizing the costs of his long and ex- 
pensive education. The significance of 
this depends partly on the cause of the 
high rates of return on investment in 
certain kinds of professional training." 
To the extent that the large returns are 
necessary to overcome a high rate of 
time preference or to compensate for 
risk, the delay in amortization will be 
especially important in curtailing en- 
trance into the profession. But, if large 
earnings reflect scarcity of necessary 
abilities and restrictions on entry, they 
include elements of surplus. For profes- 
sions in which large surplus earnings are 
possible, the lack of amortization of costs 
under the income tax may not greatly 
limit the desire to enter the field. The 
tax may nevertheless restrict investment 
in professional training because it re- 
duces the ability of parents to pay for 
education for their children.” 

Failure to allow amortization of train- 
ing costs may be regarded as merely a 
technical defect of the income tax, which 
could be remedied by granting such an 
allowance over the expected earning pe- 
riod of the individual. But in practice it 
would be extremely hard to determine 


what costs should be amortized. Allow- - 


ance for lack of earnings during the train- 


8 Milton Friedman and Simon Kuznets, Jncome 
from Independent Professional Practice (New York, 
1945), Pp. 83-94, 118-73. 

%6 These effects will be partly offset if some of the 
private resources diverted from investment in voca- 
tional training are replaced by additional public 
funds. 
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ing period and for low earnings during 
the early years in an occupation would 
present an especially difficult problem. In 
an extreme case, several years of appar- 
ent idleness may be devoted to the de- 
velopment of an idea that will yield large 
future returns. 

There is also a difference in the extent 
to which the income tax allows deduc- 
tions for current expenses in excess of 
normal living costs associated with cer- 
tain occupations. Expensive standards of 
respectability or perhaps of conspicuous 
display in dress, residence, entertaining, 
and the like are commonly regarded as 
necessary to success in many occupa- 
tions. Usually, however, these outlays 
are not allowable as cost deductions. On 
the other hand, persons such as traveling 
salesmen and business executives may 
find it possible to obtain deductions for 
some items that would ordinarily be con- 
sidered personal consumption rather 
than business expenses. A high income 
tax may be an influence favoring choice 
of occupations and working arrange- 
ments in which deductions are relatively 
liberal. Because the line between con- 
sumption and business expenses is ex- 
tremely vague, it does not seem possible 
to modify the income tax to eliminate 
completely this influence on occupational 
choice. 


DIFFERENCES IN THE EXTENT TO WHICH 
RETURNS ARE TAXED 

A second type of effect of the income 
tax on choice of work arises out of differ- 
ences in the extent to which returns from 
different kinds of work result in taxable 
income. It is not usual to impute taxable 
“income to persons who consume their 
own products.’? The most important in- 
stance is probably the services of house- 
wives. Another clear example is farmers’ 
consumption of home-produced food. 
For a brief discussion of this problem see 


William Vickrey, Agenda for Progressive Taxation 
(New York, 1947), pp. 44-50. 


But there are many other examples. For 
instance, anyone who chooses to spend a 
few days painting his house instead of 
working for someone else is earning an in- 
come that does not enter the tax base. 

Any income tax, but especially a high 
and progressive one, will be a factor in- 
fluencing choice in the direction of work 
resulting in nontaxed income as com- 
pared with work producing taxable in- 
come. The income tax may be especially 
significant for married women choosing 
between work in the home and work out- 
side.** 

This influence of the income tax is an 
interference with the price mechanism 
for the allocation of labor. Individuals 
who are led by the tax to alter their 
choice of work presumably lose some po- 
tential satisfaction. To the extent that 
the tax stimulates self-sufficiency it 
breaks down the specialization of labor. 
Amateur house painters, for example, 
are less efficient on the average than pro- 
fessionals; and the amateurs are doubt- 
less less productive in painting than in 
their regular occupations. 

The importance of the point should 
not be exaggerated. Much casual work is 
a substitute for leisure and is therefore 
not subject to a tax influence. Work for 
one’s self is stimulated, on the one hand, 
by its quasi-recreational character and 
limited, on the other hand, by hesitancy 
to do menial jobs because of possible loss 
of status. 

The influence of the income tax on 
choice between work that results in im- 

When a married woman takes a job outside 
the home, the family often incurs additional ex- 
penses for household maintenance and food. One 
expedient for reducing the tax discrimination against 
outside work would be to allow a special deduction 
for working wives on the grounds that the additional 
expenses are a necessary cost of earning the outside 
income. In strict theory, however, the additional 
outlays should be regarded only as evidence of the 
imputed value of the services formerly rendered by 
the housewife. Loss of the value of the house- 
wife’s services is merely an opportunity cost of her 
accepting outside employment. 
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puted income and work for money in- 
come could not be eliminated by any 
feasible modification of the tax law. Val- 
uation of services performed for one’s 
self would involve an impossible adnini- 
istrative problem. Even on the concep- 
tual level, it is usually impossible for the 
taxpayer, much less the tax collector, to 
separate the economic and recreational 
elements in tasks such as mowing one’s 
lawn or growing a vegetable garden. 

The income tax may affect the net ad- 
vantages of different available employ- 
ments because these advantages are com- 
posed of different combinations of pe- 
cuniary and nonpecuniary features. In 
principle, we may distinguish between 

/jobs that are attractive mainly because 
{ of their earning opportunities and other 
| jobs that offer smaller money earnings 
/ but larger amounts of prestige, more 
pleasant surroundings, greater independ- 
' ence, and the like. The income tax re- 
duces the money earnings but does not 
directly affect the nonpecuniary advan- 
tages. To oversimplify, we may illustrate 
the problem by considering two jobs that 
would be equally attractive to an indi- 
vidual in the absence of an income tax. 
In the one case, the money earnings are 
$10,000 and the nonpecuniary advan- 
tages are negligible; in the second case, 
the money earnings are $6,000, but, for 
the individual, the nonpecuniary advan- 
tages are equivalent to $4,000 in money 
income. A proportional income tax of, 
say, 20 per cent will reduce the net ad- 
vantages of the first job to $8,000 and of 
the second to $8,800. A progressive tax 
will change the relative advantages of 
the two types of jobs even more. 

The income tax reduces the opportu- 
nity cost of taking a low-earning job that 
is attractive in itself. Of course, a choice 
between pecuniary and nonpecuniary 
advantages is not always necessary. The 
jobs with the greatest money income are 
sometimes the most pleasant and carry 
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the greatest prestige. Prestige may be in 
part a reflection of high pay, but it is also 
possible that prestige sometimes calls 
forth high pay. Nevertheless, the dif- 
ferential impact of the income tax may 
be decisive in some close decisions. 


DIFFERENCE IN TAX RATES APPLICABLE TO 
EQUIVALENT MONEY INCOMES 

The third group of problems arises out 
of differences in the tax rates applicable 
to money incomes that are equivalent 
but differently distributed over time or 
subject to different ranges of probability. 
These problems, unlike those already dis- 
cussed, are peculiar to progressive in- 
come taxation and would not exist with 
a proportional tax." 

If taxable income is not averaged over 
the earner’s whole lifetime, an income 
tax at graduated rates will be heavier on 
an income that fluctuates from year to 
year or that is concentrated in a few 
years than on an equal aggregate amount 
of income that is evenly distributed over 
time. In the United States income tax, 
averaging is allowed mainly for losses 
and not for fluctuations in income above 
the zero level.?° The averaging problem 
has been rather fully discussed,* and 
need not be considered in detail here. It 
should be noted, however, that under ex- 

** This is true only if proportionality is defined to 
include negative taxation on negative incomes, as it 
must be in strict usage. 

2° A net operating loss sustained in one year may 
be carried back against the income of the two pre- 
ceding years, and any unabsorbed balance may be 
carried forward against the income of the following 
years (Internal Revenue Code, sec. 122). A limited 
amount of averaging is allowed for compensation 
for personal services extending over a period of 
thirty-six calendar months or more when at least 
80 per cent of the total compensation is received in 
one taxable year. In such cases, the tax is computed 
after averaging the compensation over the period 
of performance of the services (Internal Revenue 
Code, sec. 107). 

t See, e.g., Henry C. Simons, Personal Income 
Taxation (Chicago, 1938), pp. 153-55 and passim; 
Harold M. Groves, Postwar Taxation and Economi 
Progress (New York, 1946), pp. 223-36; Vickrey, 
op. cit., pp. 164-97. 
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isting rates large fluctuations in income 
are required at most levels to produce im- 
portant differences in effective tax rates. 
The rate brackets are rather wide, and 
the changes in rates between successive 
brackets are small. The sharpest pro- 
gression occurs where taxpayers move 
into the taxable area, and for earned in- 
comes the most important part of the 
problem might be solved by a carry-over 
of unused personal exemptions. 

Lack of averaging can be expected to 
cause a progressive income tax to influ- 
ence some people to choose jobs that 
promise stable earnings in preference to 
those with equal or greater but fluctuat- 
ing earnings. Furthermore, the income 
tax may greatly affect the attractiveness 
of careers such as those of the profession- 
al athlete, in which lifetime earnings may 
be concentrated in a few years. Other 
things equal, most people doubtless pre- 
fer stable earnings; therefore, the tax ac- 
centuates a tendency to choose jobs of- 
fering stable remuneration. 

A progressive income tax will reduce 
the expected net return from a risky oc- 
cupation more than from a less venture- 
some job. This is because the anticipated 
return from the more risky occupation 
depends to a greater extent on the 
chance of large earnings (before taxes). 
The progressive tax will reduce the net 
value of a chance of large earnings be- 
fore taxes by a greater percentage than 
the net value of a chance for small earn- 
ings. This proposition may be simply il- 
lustrated by considering two occupations 
with expected incomes of equal value be- 
fore taxes, let us say, $12,500. In the 
first case, the expected value is the result 
of equal chances that the actual income 
will be $10,000 or $15,000. In the second 
case, the chances are equal that the in- 
come before taxes will be $25,000 or zero. 
At the rates provided by the Revenue 
Act of 1948, the federal income tax on a 
married person with two dependents will 
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reduce the net expected value of the in- 
come from the first job to approximately 
$10,560 and of the second to approxi- 
mately $9,760. 

It is not entirely clear, however, that 
the progressive income tax will cause a 
net shift to secure as compared with ven- 
turesome jobs. If people were indifferent 
with respect to risk and made their de- 
cisions entirely on the basis of other ad- 
vantages and disadvantages, clearly the 
tax would cause such a shift. But person- 
alities differ. It seems likely that most 
people are attracted by security but that 
some place great stress on even a remote 
chance of large earnings.” For those with 
a preference for security, the problem is 
similar to that of the effect of the tax on 
the choice between work and leisure. 
They will find that the tax reduces the 
cost of security, but it may also reduce 
their real incomes. Whether they will 
choose more or less security depends on 
the balance between the substitution ef- 
fect and the income effect or on whether 
they try to make up a loss of income by 
becoming more venturesome. On the 
other hand, those who like venturesome- 
ness for its own sake will find its price 
raised, and the substitution effect and 
the income effect will reinforce each 
other. 


DIFFERENCES IN EFFECTIVENESS OF 
TAX ENFORCEMENT 

In practice, differences in the effective- 
ness of tax enforcement may be more sig- 
nificant than the more subtle differences 
in the impact of the income tax. Taxa- 
tion of the self-employed depends largely 
on voluntary compliance. In contrast, 
most wages and salaries are subject to 
withholding; and information returns are 
required on payments of rent, dividends, 
interest, and certain other items. It is 

# A recent survey found that college graduates 
of the class of 1949 place great emphasis on security 
in seeking employment (Fortune, XXXTIX [June, 
1949], 84-87, 163-70). 





436 


commonly believed that farmers, inde- 
pendent professional practitioners, small 
businessmen, and domestic and agricul- 
tural workers (whose wages are not sub- 
ject to withholding) have been less fully 
taxed than others.?? With high tax rates, 
the opportunity for evasion may become 
a factor in occupational choice. 


EFFECTS OF TAX DIFFERENTIALS 


It is difficult to strike a balance among 
the various differential effects of the in- 
come tax. The discrimination against 
fluctuating incomes and against risky 
jobs is an influence in the direction of 
salaried employment as opposed to en- 
trepreneurial activity or independent 
professional practice. On the other hand, 
opportunities for tax evasion and prob- 
ably also the failure to include nonpe- 
cuniary returns in the tax base favor self- 
employment. The lack of amortization of 
investment in vocational training dis- 
criminates against professional work, 
whether salaried or independent; but the 
omission of nonpecuniary returns is a 
partly offsetting factor, if we may as- 
sume that they are more important in the 
professions than in other occupations. 

It would be hard to support the hy- 
pothesis that the income tax exercises a 
strong influence on broad occupational 
choice, for little is known about the proc- 
ess of occupational choice. Most individ- 
uals find the range of their opportunities 
severely limited. Among available op- 
portunities, choice often seems to be non- 
rational and, to the extent that it is ra- 
tional, to be heavily influenced by non- 
economic considerations. Many early de- 
cisions are virtually irreversible, and 
most involve some commitment.” It 
seems possible, however, that the income 

*s The Bureau of Internal Revenue is now en- 
gaged in a sample audit program that may reveal 
whether this is true. See Marius Farioletti, “The 
1948 Audit Control Program for Federal Individual 
Income Tax Returns,” National Tax Journal, II 
(June, 1949), 142-50. 
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tax may have considerable influence on 
choice of jobs and working arrangements 
within broad occupational groupings, es- 
pecially on the part of members of higher- 
income groups. 

The income tax is likely to have its 
chief immediate influence on people who 
would be making new occupational or 
job choices even if the tax were not in 
effect. Much inertia must be overcome to 
induce those already settled to seek a 
change. And, even for the long run, it 
would be unrealistic to put great stress 
on the influence of the tax. Most men 
seem neither willing nor able to make the 
exact calculations of economic advan- 
tages and disadvantages that such a 
view would have to assume. But it can- 
not be denied that the continuous pres- 
sure of the tax has some influence. 


CONCLUSIONS 


If the income tax changes the supply 
of labor in different employments, it af- 
fects relative money wages (before taxes) 
and consequently the pattern of produc- 
tion and prices. Relative money wages 
(before taxes) tend to rise in employ- 
ments that the tax discriminates against 
and to fall in employments favored by 
the tax. Outputs tend to be lower and 
relative prices higher for goods produced 
in employments discriminated against 
than for other goods, Thus the tax forces 
consumers of some’ goods to pay higher 
prices and enables consumers of other 


24 Eli Ginzberg, Sol W. Ginsburg, Sidney Axelrad, 
and John L. Herma, “The Problem of Occupational 
Choice,” a research ‘report presented at the annual 
meeting of the American Orthopsychiatric Associa- 
tion, Chicago, April, 1949, to be published in the 
American Journal of Orthopsychiatry. The authors 
stress the complexity of the problem and the lack 
of a satisfactory theory of occupational choice. For 
present purposes, it is interesting to note that, in @ 
study of boys and youths aged eleven to twenty- 
three, the authors found among the upper age 
groups an increasingly “‘instrumental” attitude 
toward occupational choice with stress on returns 
in the form of income, pleasant working conditions, 
and prestige. 
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goods to pay lower prices. We do not 
know how much of the tax is shifted in 
this way; but, unless the gains and losses 
of consumers and workers cancel out in 
each income size class, the shifting that 
does occur modifies the redistributive ef- 
fect of the progressive income tax. There 
is perhaps a presumption that the actual 
equalizing effect is less than if the tax did 
not change relative prices and wages,” 
but this cannot be confidently asserted. 

The effects of the income tax on the la+ 
bor supply and consequent changes in) 
wages and prices are unintended addi- 
tions to the deliberate shift of economic} 
resources that accompanies diversion of } 
private income to public uses and the re- 
distribution of income among individ- 
uals. It could be positively asserted that 
these unintended changes are bad only 
if it were clear that the market alloca- 
tion that would exist in the absence of the 
tax would be ideal. This cannot be taken 
for granted. But, simply because they are 
unintended, the changes in resource allo- 
cation cannot be defended as a deliberate 
use of the regulatory power. The pre- 
sumption must be that the unintended 
chan t a loss in the potential} 

ges represent a loss in the potential] 
advantages of the market system. 

In so far as the income tax strikes re- 
turns from some kinds of work more 
heavily than those from other employ- 
ments, it is similar to a series of excise 
taxes. Unless the supply of the factors af- 
fected is completely inelastic over the 
relevant range, either a differentially 
heavy income tax or an excise tax will 
reduce output and raise the relative price 
of the commodity produced. 


* The equalizing effect of the tax will be reduced 
(1) if those whose gross money incomes are raised 
a8 a result of the tax have higher than average in- 
comes—as seems likely, since highly paid occupa- 
Uons will be most affected by a progressive tax 
and those remaining in the occupations will ordinari- 
ly be better established than those shifted to other 
cupations—and (2) if the changes in prices affect 
consumers in all brackets in proportion to their 
total consumption outlays or total incomes. 
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Despite the differential effects of the 
income tax discussed in this paper, it ap- 
plies to a wider range of opportunities 
than other available taxes. This is an im- 
portant advantage, since the wider the 
application of a tax the more likely is it 
to be confined to surplus and the less will 
it change relative outputs and prices.” 
A nominally general income tax will not 
fall exclusively on surplus, but it is a 
relatively good way of reaching it. There 
may be other taxes that would be con- 
fined entirely to surplus, but they are 
hard to find and harder yet to apply. In 
this important respect, the usual belief 
that the unintended effects on resource 
allocation are smaller for an income tax 
than for other taxes seems justifiable. It 
must be admitted, however, that the 
steeper the graduation of rates and the 
larger the number of exemptions and ex- 
clusions, the less general and uniform 
does the income tax become and hence the 
less powerful is this argument in its favor. 

Our knowledge of the incidence of the 
income tax is less definite than has usual- 
ly been assumed. Its ultimate effective- 
ness in reducing economic inequality is 
therefore somewhat uncertain and per- 
haps less than its apparent effectiveness. 
Nevertheless, the evidence here consid- 
ered is not enough to discredit the in- 
come tax as a means of securing greater 
equality while retaining in large measure 
the advantages of the price system. 
These purposes can be furthered by any 
practicable refinements of the base of the 
income tax and by supplementing it with 
other appropriate taxes. Slower but also 
effective is an attack on the roots of in- 
equality by programs such as those to 
broaden educational opportunities, to 
improve nutrition and public health, and 
to eliminate racial and religious discrim- 
ination. 

UNIVERSITY OF CHICAGO 


* Cf. Abba P. Lerner, The Economics of Control 
(New York, 1947), pp. 228-40. 











LAISSEZ FAIRE AND INTERVENTION: A POTENTIAL 


SOURCE OF HISTORICAL ERROR 


JOSEPH J. SPENGLER 


“The eye sees... 


Is note is a result of occasional reflec- 
tion upon historical “data” in vital-sta- 
tistical terms. It is prompted by the some- 
time tendency of historians, when they un- 
cover and amass an abundance of data relat- 
ing to a particular aspect of a given past 
complex of objects, events, and processes, to 
represent this aspect as forming a much 
larger fraction of the complex in question 
than it in fact did form. For the historian’s 
propensity to apply the rules of sampling 
may be dulled if he is swamped by a profu- 
sion of particularized materials. He may for- 
get that data must be born, escape death 
from postnatal exposure, and, if they are to 
remain utilizable today, survive the number- 
less positive checks to which the passage of 
time exposes evidence. 


I 


Let us, with Whitehead, conceive of the 
universe as “composed of actual entities 
constantly in process of rising and passing 
away, which enjoy a genuine freedom to act 
in accordance with available ideals, making 
use of ‘concrete’ data, both self-selected.’” 
And let us conceive of history in general as 
having to do with the accurate representa- 
tion of the behavior of these entities, and of 
particularized history as dealing similarly 
with the behavior of particular entities, all 
within bounded segments of time and space. 
Or, more simply, let us think of history as 
dealing with space-time-bounded events (or 
occurrences) which, through their connect- 
edness, reveal processes, sometimes essen- 


*A. H. Johnson, ‘“‘Whitehead’s Philosophy of 
History,” Journal of the History of Ideas, VII 
(1946), pp. 14-15 of reprint. 
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what the eye brings means of seeing.” 
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tially unique and sometimes essentially 
repetitive. 

A. Some events and collections of events 
are much more prone than others to produce 
readily sensible evidence of their occurrence 
at the time of their occurrence. Differentials 
in the evidence-producing capacity of events 
have a double origin: (@) differences in the 
fecundity of events; and (0) differences in 
the capacity of events to stimulate record- 
keepers to inscribe or imbed evidence of 
them in objects that are relatively endurable 
and at the same time less changeable than 
is such a repository as oral tradition. 

For the sake of expositive convenience let 
us consider 6 first. Events differ widely, and 
for diverse reasons, in their capacity to im- 
pel man to record the evidence they precipi- 
tate, just as, in ancient times, live-born chil- 
dren differed greatly in their capacity to 
escape exposure. For example, legally sig- 
nificant events are likely to be recorded.’ 
Events affecting socially important people 
are much more likely to be set down than 
are those concerning comparatively un- 
known persons. Whence such matters as the 
effects of persisting hunger are poorly chron- 
icled, while such occurrences as the crimes of 
rulers are well reported.’ Evidence of events 


* E.g., see Dr. Samuel Johnson’s advice (in 1781) 
to James Boswell regarding the recording of legally 
significant events (in Boswell’s Life of Samuel 
Johnson (Modern Library ed.], pp. 957-58). 


3“*The histories of mankind that we possess 
are histories only of the higher classes,” observed 
Malthus (Essay on the Principle of Population, 
[rst ed., 1798] [Royal Economic Society reprint; 
London, 1926], p. 32). See also E. P. Prentice, 
Hunger and History (New York, 1939), Preface and 
chap. i. 
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is more likely to be preserved, furthermore, 
when relatively many persons are articulate, 
and when recording materials and facilities 
are economical, durable, and accessible.‘ 

Now consider a. Historians sometimes 
implicitly assume that an event selected at 
random is as likely to produce readily sen- 
sible evidence of its occurrence as a report 
of an illicit sexual congress selected at ran- 
dom from a Thomas Hardy novel is likely to 
be succeeded some pages later by a report 
of the appearance of offspring. Just as 
Hardy greatly exaggerated the probability 
of the sexual act’s inflicting physiological 
retribution,’ so may the historian implicitly 
exaggerate the probability of the event’s be- 
ing succeeded by a tangible datum. 

We have contended thus far that events, 
because of differences in their nature and/or 
in the contexts in which they occur, differ 
greatly in respect to the tangible evidence 
they precipitate. Suppose an aggregate situ- 
ation S composed of two quantitatively 
equivalent complexes of events s, and 5;. 
Suppose, furthermore, that s, precipitates 
readily sensible evidence that is recorded, 
E,; and that s, correspondingly precipitates 
E... If the precipitating power of s, signifi- 
cantly exceeds that of s,, E,, will significant- 
ly exceed £,,. To a historian engaged in in- 
ferring the nature of S from E,, and En, it 
will appear that S is dominated by s,. Only 
if he introduces an appropriate and ade- 


‘It was during the early nineteenth century, 
writes M. C. Buer, “that the mass of the people 
first became in some degree articulate. We know 
nothing, or hardly anything, of what the peasant 
thought of his lord, or the medieval! porter of the 
rich merchant. A few words here and there, handed 
down in a ballad or a legend alone hint at forgotten 
discontents. What did the peasants say, when the 
lord feasted in the midst of Famine? What did the 
people of London say when their rulers fled from 
the plague and left them to their misery? Their 
bitter comments died with them. Not so the com- 
plaints of the Industrial Revolution .. .” (Health, 
Wealth, and Population in the Early Days of the 
Industrial Revolution (London, 1926], pp. 239-40). 
On changing materials, etc., see H. A. Innis, 

Minerva’s Owl,” Proceedings of the Royal Society 
of Canada (1947), Appen. A, pp. 83-108. 

‘L. Hogben, Genetic Principles in Medicine and 

Social Science (New York, 1932), pp. 185-86. 
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quate corrective factor can he avoid this 
false inference. Of course, if the historian is 
concerned only with either s, or s,, he will 
not form a biased representation of S; he 
will merely arrive at a much more complete 
picture of s, than of s,. 


II 


B. We considered, under A, how, in con- 
sequence of the differentially selective influ- 
ence exerted upon the precipitation of evi- 
dence by events, an inadequately alert his- 
torical scholar is likely to arrive at a quite 
unrepresentative picture of a space-time- 
bounded historical situation. But we neg- 
lected the additional bias that may be in- 
troduced by the passage of time. This we 
now consider. 

Some kinds of evidence tend, because of 
their nature or that of their repositories, to 
be longer lived than other kinds of evidence. 
Hence the presently extant evidence relat- 
ing to a situation four centuries ago may be 
of quite different relative composition than 
it was three and one-half centuries ago. For 
example, some writing materials last much 
longer than others: compare clay tablets and 
papyrus. Some climates are less hospitable 
to records and artifacts than are others: wit- 
ness the destructive effect of northern cli- 
mates upon papyrus, and the congeniality 
of climates such as Egypt’s to the preserva- 
tion of entombed or buried artifacts. Prized 
writings may be copied and recopied (e.g., 
the works of many Greco-Roman writers) or 
persist as quoted fragments (e.g., Sappho’s 
poems). The development oi institutions 
(e.g., temples, libraries, written law, courts, 
bureaucratic organization) may affect both 
man’s disposition and his ability to keep 
records. And so on. 

Let us now pick up the symbolic treat- 
ment of the third paragraph preceding. Let 
t, and ¢,, respectively, represent the fractions 
of evidence E,, and £,, surviving today ¢ 
years after events s, and s, took place. If 


*See Henri Pirenne, Mohammed and Charle- 


magne (London, 1939), PPp- 92-93, 113-14, where 
he endeavors to take the differential longevity of 
papyrus records into account. 








these fractions are identical, no additional 
bias is introduced into the aggregate current 
representation of S. Of course, because less 
data remain, our potentially attainable ag- 
gregate representation is less perfect than it 
once might have been. If t, is greater than #,, 
the bias described in the third paragraph 
preceding is increased, whereas, if t, < t, 
the bias is reduced; in both instances, how- 
ever, the attainable representation of s, and 
S$, is less complete than it once was. Inas- 
much as it appears probable that #, > #,, it 
follows that the passage of time usually 
operates to accentuate initial biases of the 
sort discussed under A. 


Ill 


This is not the place to make application 
of the observations laid down. Their signifi- 
cance may be illustrated, however, in re- 
spect to the question: In what proportions 
did laissez faire and its opposite, governmen- 
tal intervention, prevail in the late eight- 
eenth and the nineteenth century? Several 
recent studies suggest that the role of laissez 
faire was very much smaller, while that of 
governmental intervention was very much 
greater, than the investigators initially ex- 
pected.’ It is my intention not to make eval- 
uative comments regarding these findings 
but to indicate how the sources of bias previ- 
ously discussed could affect findings respect- 
ing the subject in question. 

Suppose that laissez faire and govern- 
mental interventionism are initially defined. 
For example, a writer may be said to sub- 
scribe to a laissez faire philosophy if he looks 
upon the economic system as self-adjusting 
and as not in need of political and moral 


7E.g., see Louis Hartz, Economic Policy and 
Democratic Thought: Pennsylvania, 1774-1860 (Cam- 
bridge, 1948); O. and M. F. Handlin, Common- 
wealth: A Study of the Role of Government in the 
American Economy: Massachusetts, 1774-1861 (New 
York, 1947); F. K. Henrich, “The Development of 
American Laissez Faire,” Journal of Economic His- 
tory, III, Suppl. III (1943), pp. 51-100; see also 
J. B. Brebner, ‘Laissez-Faire and State Inter- 
ventionism in Nineteenth Century Britain,” Journal 
of Economic History, VIII, Suppl. VIII (1948), 


59-73- 
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props to insure its effective operation. The 
economic system may be said to be laissez 
faire in character in proportion as enterpre- 
neurs are free to make decisions and to em- 
ploy and co-ordinate the activities of pro- 
ductive agents. Corresponding definitions 
may be supplied for governmental interven- 
tionism. With the former definition, accept- 
ance of a considerable amount of social 
legislation (health, hours and conditions of 
work, etc.) is compatible; with the latter, 
various forms of positive action by the state 
(e.g., provision of rules and of legal and 
other institutions congenial to the private 
conduct of economic affairs; regulation and/ 
or subsidization of sundry ventures by the 
state). These definitions may be reformulat- 
ed in operational and empirically testable 
forms. Yet, after all these things have been 
done, the sources of bias previously dis- 
cussed will still remain. 

It is quite probable that the historian, if 
he is not keenly alert, will discover relatively 
more evidence of interventionism than was 
in fact characteristic of the place and period 
under study. Governmental interventionism 
was much more prone to leave tracks than 
was laissez faire, particularly at a time when 
private enterprise was bureaucratized less 
than at present. It is very likely also that 
the passage of time has erased much less of 
the deep spoor of governmental intervention 
than of the shallow tracks of laissez faire. 
Advocacy of governmental interventionism 
must assume the form of reports, pamphlets, 
and books. Written advocacy of laissez faire 
is not frequently necessary, however, so long 
as considerable laissez faire prevails, being 
then required principally to rebut and com- 
bat interventionist proposals and measures. 
When governmental interventionism as 
sumes the form of enacted legislation, it nec- 
essarily and automatically gets into the 
records. Furthermore, when the government 
is participating in economic affairs, much of 
this is inevitably put into the records, if for 
no other reason than to protect the bureau- 
crats concerned. When, on the contrary, 
laissez faire is functioning, it needs and usual- 
ly does give rise to material evidence only in 
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so far as documents and records are neces- 
sary to supplement oral agreements and in- 
tercourse. Finally, the passage of time is 
much more destructive of the evidence of 
laissez faire than of that relating to govern- 
mental interventionism. As time passes, the 
records issuing out of laissez faire become 
obsolete and, under the pressure of the cost- 
liness of their preservation, tend to be de- 
stroyed in whole or in part. The records of 
interventionism, on the contrary, remain 
firmly imbedded in reports, newspapers, 
magazines, pamphlets, books, documents, 
legislative annals, legal registers, and so on, 
to the preservation of all of which public and 
philanthropic funds are freely dedicated.*® 

In sum, the problem of the historian is 


very similar to that of the statistician. It is 
“to make the choosing [of data] unbiased 
relative to the constitution of the universe”’ 
under analysis.° 


DuKxe UNIVERSITY 


* Data relating to life-expectancy in the Greco- 
Roman world have been subject to biases similar to 
those which, if the above analysis is correct, char- 
acterize data relating to the comparative preva- 
lence of laissez faire and governmental inter- 
ventionism in the past. In consequence, earlier 
studies of the data tended to exaggerate ancient 
life-expectancy. See Walter F. Willcox, ‘‘The 
Length of Life in the Early Roman Empire,” 
Congrés international de la population (Paris, 1938), 
II, 14-22. 


See R. Pearl, Medical Biometry and Statistics 
(3d ed.; Philadelphia, 1940), p. 89. 



















THE BANKERS AND THE BULLIONISTS IN 1819 


J. K. HORSEFIELD 


... Itis now no unheard-of thing for an ordinary person to suggest that customs which have been estab- 
lished for centuries might with advantage be changed—a form of impiety which is in no degree removed 
from declaring oneself to be wiser or more profound than one’s ancestors.—Kai Lung’s Golden Hours. 


I 


N MARCH 25, 1819, the directors of the 
Bank of England passed an immense reso- 
lution about the resumption of cash payments, 
as a reply to two questions addressed to them 
by the House of Commons committee then 
sitting.t In 1832 prominence was given to the 
1819 resolution by a statement made to the 
committee on the Bank of England charter by 
William Ward, a Bank director, who cited the 
following paragraph from it: 


This Court cannot refrain from adverting to an 
opinion strongly insisted upon by some, that the 
Bank has only to reduce its issues to obtain a 
favourable turn in the exchanges, and a consequent 
influx of the precious metals; the Court conceives it 
to be its duty to declare that it is unable to dis- 
cover any solid foundation for such a sentiment. 


Ward said, in effect, that the resolution proved 
that in 1819 the directors of the Bank were still 
hidebound antibullionists; that between 1819 
and 1827 they had found that the principles 
which the resolution had denied were, in fact, 
correct; and that for this reason the resolution 
was, in 1827, formally rescinded.? 

This view has been generally accepted. I 
hope, however, to show that it is a misinterpre- 
tation and that even in 1819 many of the direc- 
tors were in sympathy with the bullionist posi- 
tion. For this purpose it will be convenient, 
first, to examine the exegeses offered by subse- 
quent commentators; then to examine the reso- 
lution itself; and, finally, to investigate the re- 
corded opinions of as many directors as possible, 
to see whether they did, in fact, hold the anti- 
bullionist views which they are alleged to have 
expressed. 


* Report from the [Commons] Secret Commitice on 
the Expediency of the Bank Resuming Cash Payments 
(1819), p. 262; hereinafter cited as “Commons 
Report, 1819.” The parallel report of the House of 
Lords Committee is cited as “Lords Report, 1819.” 


* Report from the Committee of Secrecy on the 
Bank of England Charter (hereinafter cited as 
“1832 Report”), QQ. 2074 ff. 
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II 


The critical view of the directors’ actions 

most generally adopted was clearly expressed by 
Overstone in 1840: 
... the doctrine that the state of the exchanges is 
influenced by the amount of the circulation was 
formally denied by a solemn resolution of the Court 
of Directors, passed 25th March 18109. . . .3 

The evidence given [in 1832] . . . affords a very 
satisfactory proof of the rapid progress which 
sound principles had made . . . especially amongst 
the Directors of the Bank [since 1819].4 


Maclaren, writing in 1858, was still more 
specific: “The bank directors . . . resumed cash 
payments in 1821... . Up to this time they ad- 
hered to the opinions which they had expressed 
in 1810.”5 He goes on to cite the resolution as 
evidence of this. 

More recently a similar view seems to have 
been held by Gregory: 

In 1819 the Bank Directorate was still completely 
under the sway of its anti-bullionist ideas, passing a 
formal resolution.... Between 1819 and 1827 
opinion among the Directorate gradually changed, 
and in 1827 . . . that resolution was rescinded.® 


Lewinski remarks that the rescission of the 
resolution was “very characteristic for the 
change of opinion which took place among the 
Directors of the Bank.’’? 

A closer examination of the evidence given 
to the 1819 committee has, however, led several 


3 Remarks on the Management of the Circulation 
.. . (1840), reprinted in Tracts and Other Publica- 
tions on Metallic and Paper Currency (London, 
1857), p. 50. 

4 Ibid., p. 58. Overstone has been followed more 
or less explicitly by other writers, e.g., Walker, 
Money (London, 1891), p. 443. 

SA Sketch of the History of the Currency (Lon- 
don, 1858), p. 143. 

6 Introduction to Tooke and Newmarch, A His- 
tory of Prices (reprint, New York, 1928), pp. 49, 5° 

7 Money, Credit, and Prices (London, 1929); 
p. 113. 
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writers to more cautious conclusions. Macleod, 
for example, wrote: 

Notwithstanding, however, that the governor 
and deputy governor, and several other directors of 
the Bank, had given in their adherence to [the 
principles of the bullion report], the majority of 
the Court still persisted in the old opinions; and 

. took the opportunity of recording publicly 
their disapproval of the doctrines which were now in 
the ascendant. . . . It took eight years longer for the 
light to penetrate the Bank parlour.* 


This suggestion of a division of opinion in the 
court, which is also put forward by Andréadés,° 
has the qualified support of the official history 
of the Bank; Clapham reports that the resolu- 
tion was passed “by a majority”; but of those 
who voted he mentions only Ward, who was 
against it."® On the constitution of the majority, 
other writers have held different views from 
Macleod’s. Feavearyear implies that it was the 
younger directors who were the reformers.” 
Morgan, who cites three paragraphs of the res- 
olution, takes the same view.” So, by implica- 
tion, does Mints, who does not actually mention 
the resolution but who cites the evidence of 
Dorrien, Pole, and Thornton before the com- 
mittees of 1819 as showing that these three 
were still adherents of the banking school." All 
three were senior directors, and Dorrien and 
Pole were, respectively, governor and deputy 
governor, so that in this respect his view is di- 
rectly contradictory to that of Macleod and 
Andréadés. Finally, Cannan cites the resolution 
as evidence that the Bank “officially, at any 
rate,” denied the doctrine of the bullion report ;*4 
and Viner, still more cautiously, says that the 
resolution “appeared to deny” any connection 


*The Theory and Practice of Banking (3d ed., 
London, 1876), II, 78, 90. 

* History of the Bank of England (London, 
1909), p. 238 and footnote. 

The Bank of England: A History (Cambridge, 
Eng., 1944), II, 116. 

" The Pound Sterling (London, 1931), pp. 229-30. 

"The Theory and Practice of Central Banking, 
1797-1913 (Cambridge, Eng., 1943), pp. 69-70; 
cf. esp. pp. 91 and 82, the latter of which quotes 
from Acres, The Bank of England from Within 
(London, 1930), p. 303, a resolution of March 11, 
1819, which sounds like a first draft of that of March 
25. 

3A History of Banking Theory (Chicago, 1945), 
p. 51. 


“ The Paper Pound of 1797-1821 (London, 1919), 
p. xxiv. 


between the volume of the Bank’s note issues 
and the level of the foreign exchanges."5 

That there was some stirring of opinion 
among the directors is apparent from a remark 
of Ricardo that “the Bank Directors themselves 
have improved.’’** But the exact scope of this 
improvement and its connection with the res- 
olution are clearly still matters of some doubt. 

The remainder of this paper will be devoted 
to an attempt to discover the true significance 
of the resolution and, in the process, to demon- 
strate wherein the commentators have fallen 
into error. It will be shown that to condemn the 
whole court of holding antibullionist opinions on 
the strength of the resolution—as did Over- 
stone, Maclaren, Gregory, and Lewinski—was 
against the weight of evidence. In fact, the di- 
rectors were divided; that several of them were 
obscurantist is highly probable, but it will be 
claimed that actually most of them were reason- 
ably enlightened and that, in any event, the res- 
olution itself is ambiguous. The doubts about 
the position of the senior directors, evidenced by 
the divergence between Macleod and Mints, will 
be shown to stem from the fact that Macleod 
(and also Andréadés) stressed the lip service 
paid by these directors to the bullionist view, 
while Mints, with Morgan, Cannan, and 
Feavearyear, concentrated rather on their ad- 
missions that their practices were based on the 
conception of the “needs of trade.” 


III 


What was it, then, that the directors re- 
solved, and what light do their individual re- 
marks throw upon its meaning? 

First, as to the resolution. The two questions 
which, at the end of their inquiries, the Com- 
mons committee addressed to the court, were, 
respectively, when it thought that cash pay- 
ments could be resumed and what suggestions 
it could make as to assistance to be given to it 
for this purpose. 

The resolution was the Bank’s reply to these 
questions. Its first paragraph—there were 
twenty-two in all—suggested that the first 
question involved “whether the public will be 
able to bear that reduction of the circulating 
medium, which a speedy resumption would 
necessitate.” There follow a series of para- 
graphs justifying the Bank’s actions in partially 

S Studies in the Theory of International Trade 
(London, [1937]), p. 254. 

6 Letters of Ricardo to Trower, 1811-1823 (Ox- 
ford, 1899), p. 72 (letter dated February 28, 1819). 
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resuming cash payments. A further resumption, 
it was claimed, would be impossible until the 
Bank’s gold stock had been replenished. This 
could be achieved only through a favorable bal- 
ance of payments, but of that there was no 
sign, and the export of capital then proceeding 
would preclude one’s emerging. Then follows the 
paragraph cited by Ward and repeated above. 
The resolution goes on to argue that it is wrong 
to assume that a reduction of the note issue, by 
lowering prices, will promote exports, since the 
unfavorable rate of exchange ought already to 
be doing so. A further reference to the Bank’s 
disinterestedness is then followed by the two 
concluding paragraphs, one of which declines to 
suggest when cash payments should be resumed 
and the other of which intimates that the 
Bank’s only suggestion about how to facilitate 
this is that the government debt to the Bank 
should be reduced by £10,000,000. 

What does all this come to? The bank was as- 
serting that the prerequisites of the resumption 
of cash payments were (1) the restoration of a 
favorable exchange and (2) the rebuilding of its 
gold stock, and that these were not in its power. 
Why? One reason given is that there was an ex- 
port of capital going on. A second was that, 
since the depreciated exchange had failed to ex- 
pand exports sufficiently, an internal deflation 
could not be relied upon to do so. And a hint of 
a third is contained in the first and last para- 
graphs, suggesting that an adequate contraction 
of the note issue would be excessively deflation- 
ary’? and that the government debt to the 
Bank should be reduced. 

It was this final proposal which, in fact, had 
been chiefly stressed in evidence. It had been 
the subject of discussions with the government 
in May, 1818;** but the plan then agreed upon, 
for the repayment of £10,000,000 of the govern- 
ment debt in monthly instalments, had not been 
carried out. It was precisely for this reason that 
the Committee of Treasury of the Bank had 
formed the view, in January, 1819, that it 
would be impracticable to resume cash pay- 
ments six months later, as the existing law 
would then require."® Even if the advances to 


17 This was, of course, the same attitude as had 
been taken by the Bank and its defenders in 1810. 

Letter from the government to the Bank, 
produced in evidence by Dorrien on February 11 
(Commons Report, 1819, p. 29). 

9 Resolution of Committee of Treasury, Janu- 
ary 15, 1819, approved by the court on January 20, 
1819. Produced in evidence by Dorrien (Commons 
Report, 1819, p. 28). 
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the government were reduced to £20,000,000 by 
April, this would allow insufficient time, the 
Committee of Treasury believed, for the conse- 
quential contraction of the note issue 


to try the experiment of whether the foreign ex- 
changes can by that measure be turned in favour 
of Great Britain, and be afterwards maintained in 
that course, more especially at a time when the 
comparatively high rate of interest given abroad, 
induces persons to invest their capital in foreign 
countries.” 


All the Bank’s witnesses stressed to the 
committee the importance of the government 
debt. Their argument for its reduction was not 
very coherently presented, but it amounted to 
this: If the government debt to the Bank was 
reduced, the demand for commercial accom- 
modation would rise, but not correspondingly, 
because the Bank’s rate of interest (5 per cent) 
was above the market rate. Hence the total of 
the Bank’s issues would fall—a process which 
would be facilitated by the fact that commercial 
discounts were short-period advances only. 
This fall was a necessary (though not a suffi- 
cient) condition for an improvement in the 
exchanges. 

So far there was unanimity. But on the more 
theoretical issues also involved there was much 
diversity of opinion, which we shall explore. 


IV 


In March, 1819, the court consisted of 
twenty-six directors, fourteen of whom were 
still in office in December, 1827.2" The best 
source of information about their views will nec- 
essarily be the evidence given to the committees 
of 1819, since that was strictly contemporary 
with the resolution being investigated. It is 
possible, however, to find some useful inferences 
in evidence given before the committee of 


2° Ibid. The Committee of Treasury went on to 
urge the need for a cautious reduction in the note 
issue, to avoid “great injury to the commercial 
part of the community.” This was presumably why 
they thought that the six months yet to elapse 
before resumption became legally due was too short 
for the necessary adjustments. 


The month of rescission is mentioned in 
Clapham, Joc. cit. Since the annual election of 
directors was required by the Bank’s charter to be 
held “between the 25th day of March and the asth 
day of Aprilin each year,” the directors who passed 
the resolution on March 25, 1819, were presumably 
those serving for the year 1818-19, not those for 
1819-20. 
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1832" and to a lesser extent in the debates in 
the House of Commons, of which four directors 
were members around 1819. Beyond this we 
may have recourse to the directors’ own writ- 
ings, if any. Nine of the fourteen who were serv- 
ing in both years and two of the remainder have 
left a record in one or more of these ways. The 
following list is believed to be exhaustive :3 
Directors in 1819 and 1827 

Samuel Thornton (evidence 1819, debates) 

Manning, Mellish, Pearse (debates) 

Dorrien, Pole (evidence 1819) 

Palmer (evidence 1832, writings)*4 

Richards (evidence 1832) 

Ward (evidence 1819, 1832; writings)*5 
Directors in 1819 only 

Harman (evidence 1819, 1832) 

Turner (writings)* 

Since one object of our inquiry is to elicit 
what the older directors thought, we may use- 
fully interrogate them in order of seniority. 

Samuel Thornton, the doyen of the board, 
had been a director since 1780. Giving evidence 
to the Commons committee, he was asked by 
what principle the Bank was guided in regulat- 
ing the amount of its issues, and he replied: “I 
have always considered it my duty, to consider 
the amount of bank notes out [and the state of 
trade]. I also felt it my duty to look at the state 


of the foreign exchanges and the price of 
bullion.’”? In reply to a later question he ampli- 


=There was another parliamentary banking 
inquiry in 1826, but the committees then ap- 
pointed investigated the Scottish and Irish bank- 
note issues, and their proceedings were of no assist- 
ance in the present inquiry. 

*3 The names are given in Acres, op. cit., Appen. 
I. The directors not listed above were: (1819 and 
1827) J. Bowden, C. Buller, J. Campbell, A. H. 
Thomson, R. M. Raikes; (1819 only) B. Long, 
J. Whitmore, E. Maitland, J. Olive, H. Smith, 
Stephen Thornton, J. J. Holford, H. Davidson, 
J. Staniforth, and T. Neave. 

™ Reasons against the Proposed Indian Joint 
Stock Bank... (London, 1836); The Causes and 
Consequences of the Pressure upon the Money Market 
... (London, 1837); Reply to the Reflections . . . upon 
the Pamphlet ... (London, 1837); also some un- 
published letters written in 1829 to the deputy 
governor of the Bank of Ireland (see my article on 
“The Opinions of Horsley Palmer,” Economica, 
May, 1949). 

**On Monetary Derangements (London, 1840); 
Remarks on the Monetary Legislation of Great Britain 
(London, 1847). 

*A Letter ...to the Rt. Hon. R. Peel (London, 
1819); Considerations upon the Agriculture... of 
the British Empire (London, 1822). 


fied this by saying that it must be “obvious” 
that an issue of bank notes in excess of trade re- 
quirements would raise the price of bullion, 
“and I am ready to admit that it would have the 
same effect upon the exchanges.”** The last 
clause sounds like a concession to the bullion- 
ists; but it was a somewhat grudging concession, 
as is shown by the following answer to a ques- 
tion by the Lords’ committee, as to whether an 
increase or decrease in Bank of England notes 
affected the exchanges: 

I think the Amount of the Notes in Circulation 
may have an Effect upon the Exchanges, but not to 
the Degree which is supposed by many Persons, 
inasmuch as Experience has proved, that the 
Exchanges have been in Favour of this Country 
when the Notes have been at the highest.** 


Thornton was an M.P. until 1818, but nothing 
in his House of Commons utterances adds to our 
understanding of his position.3° 

William Manning, director since 1790, was 
long a member of the House of Commons and 
for some time the Bank’s chief spokesman there. 
Unfortunately, he did not at any time attempt 
a theoretical justification for the Bank’s deci- 
sions; so we can only infer his views from his 
practical interpolations. As early as 1816 he was 
stressing the difficulty of contracting the Bank’s 
issues without “the greatest inconvenience to 
trade,”* and in 1819 he argued explicitly that 
the advances to government had to be curtailed 
if the Bank was to recover control.# But on 
theoretical points he was purely negative, deny- 
ing that the number of notes issued had much 
influence upon prices*’ or upon the value of 
gold.34 Although political expediency may have 
influenced both remarks, we can only infer that 
they were intended to contradict the bullion 
committee’s view. Since Manning’s four years in 
the “chairs” began immediately after that com- 

#7 Commons Report, 1819, evidence February 24, 
1819, p. 8s. 

48 Ibid. Asked whether the opinions which he had 
expressed were generally held by the board, he 
replied that he could not say, but they were fre- 
quently urged. 

*Lords Report, 1819, evidence February 19, 
1819, Q. 6. 

3° As reported in Hansard, they were almost 
always confined to a general defense of the Bank’s 
purposes. 

* Hansard, rst ser., Vol. XXXIV (1816), col. 
160. 

3 Jbid., Vol. XL (1819), col. 1016. 

33 Ibid., Vol. XXXIV, col. 160. 

34 Ibid., Vol. XL, col. 741. 
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mittee had sat, his ideas may well have been 
fixed in the atmosphere of opposition and re- 
sentment which the bullion report’s recom- 
mendations generated in the court. 

Of the views of John Pearse, also director 
since 1790, we have similarly scanty indications. 
He spoke several times in defense of the Bank 
in and after 1819, and in such a capacity could 
hardly be expected, even if he felt so inclined, to 
repudiate the banking-theory views which he 
had expounded to the bullion committee.35 In 
point of fact, however, he seems still to have 
held these opinions, if we may trust one some- 
what heated remark: “were they [the directors] 
to-morrow to set their stupid heads together, as 
some gentlemen delighted in representing them 
—to issue an undue proportion of paper, they 
would not be able to keep such an influx afloat 
for a week!”’s° 

The last of the four M.P. directors was 
William Mellish, who had been in the court 
since 1792, but he was even less prominent in 
debate. His sole contribution to the arguments 
about the 1819 bill was a glowing testimonial 
to the directors.37 While governor of the Bank, 
in 1814-16, he had said slightly more; but even 
then his most nearly theoretical remark was an 
assertion that the increased issues of the Bank 
in 1814 were due to the heavy war expenditure 
that year.3® 

George Dorrien, the governor in 1819, had 
been a director since 1794. His opinions, as ex- 
pressed in his evidence to the 1819 committees, 
were somewhat unconvincing and, indeed, in- 
consistent. On the one hand, he answered affirm- 
atively a question as to whether an issue of 
paper “beyond the amount of circulation nat- 
urally required” would not affect the exchanges 
and raise prices ;39 to that extent he accepted the 
bullionist position. On the other hand, he denied 
that the unfavorable exchanges would “in a 
general way” be considered when dealing with 
applications for accommodation, although they 
would be relevant if the applicant were a regular 
dealer in exchange.** And, when asked by what 
criterion the Bank measured the amount of the 
circulation when the notes were inconvertible 


3S E.g., evidence March 16, 1810 (Report from 
the Select Committee on the High Price of Gold Bullion, 
Johnson’s ed. [1810], p. 157). 

%* Hansard, rst ser., Vol. XL, col. 778. 

3? Jbid., Vol. XL (1819), col. 1017. 

38 Tbid., Vol. XXXI (1815), col. 960. 

3»Commons Report, 1819, evidence March s. 

4° Tbid., February 11, p. 33. 
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and the discounts only a small part of its total 
assets, he replied: “By the demand for discounts 
by individuals.”# 

Charles Pole, the deputy governor (director 
since 1796), answered the last-mentioned ques- 
tion to the effect that there was no standard to 
go by.# But in his opinion the criterion for an 
acceptable bill was the character of the acceptor 
or drawer; speculators (e.g., brokers) would be 
denied accommodation.*’ Nonetheless, he ad- 
mitted that the exchanges were affected by an 
increase or diminution of the Bank’s issues.*4 

Jeremiah Harman was a director from 1794 
to 1827 and gave evidence before nearly every 
committee on banking subjects during that pe- 
riod. Usually he was a consistent exponent of 
the banking theory, but in 1819 he was extreme- 
ly hesitant on the critical issues. When the 
Lords’ committee asked, as usual, whether he 
thought the exchanges were affected by the size 
of the Bank’s note issue, he replied that an 
“excessive Increase or Diminution”’ might affect 
them, but a small change should not have any 
marked effect on them. On the other hand, 
when a week later the Commons committee 
asked him whether the exchanges were affected 
by any “considerable” alteration in the Bank’s 
issues, he replied that he had never thought 
they were. He followed this up, however, by 
conceding that “a very considerable over-issue 
of paper,” including that of the country banks, 
might affect them.“ 

We come next to Samuel Turner, a direc- 
tor from 1806 to 1822. In his case we have the 
advantage of considering two pamphlets on 
monetary topics, written in 1819 and 1822. The 
following quotations are from the second of 
these, which is explicitly a restatement of his 
position. Two sentences will be sufficient to 
show that, whoever supported the bullion com- 
mittee’s view on the court of the Bank, it was 
not Samuel Turner: 


I contend that ...such principles as. . .the 
Bullionists would have had us act upon, would 
early have brought distress if not ruin upon the 
commercial world.¢? 


The plain sense of the commercial world con- 
demns the [Bullionist] theory, and facts clearly 
shew that the price of bullion and the amounts of 


4 Ibid., March s. 42 Ibid. 

43 Ibid., February 12, p. 38. 

44 Lords Report, 1819, February 9, Q. s. 

4s Lords Report, 1819, February 9, Q. 9. 

# Commons Report, 1819, February 16, p. 42. 
47 Considerations upon the Agriculture . . . , Pp. 42- 
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bank notes in circulation have no reference whatever 
one with the other.4* 


The last director for whom contemporary 
evidence can be quoted is William Ward him- 
self. He joined the board in 1817 at the age of 
thirty and remained a director until 1836. The 
committees of 1819 did not give him much op- 
portunity to expound his general philosophy of 
banking, though his views can be read between 
the lines. However, a quite explicit statement 
can be found in his evidence to the committee of 
1832: “I always believed, in Mr. Horner’s time, 
that his principle was completely right.’’49 

For the other two directors who are on rec- 
ord—Richards and Palmer—we have no ma- 
terial to discover what they thought in that 
year. J. B. Richards gave evidence in 1832,5° 
but he discussed only the practical details of the 
Bank’s activities. J. Horsley Palmer’s corre- 
spondence with Lunell in 1829* suggests that by 
then he was very conscious of the relationship 
between the Bank’s issues and the exchanges. 
We cannot, however, infer that he was as clear 
in 1819, because in the first of the letters re- 
ferred to he says that he had been giving 
“during the last three or four years... the 
Banking question as connected with the cur- 
rency of the Kingdom, a good deal of considera- 
tion,” which may well imply that he had not 
previously thought much about it. 

A brief summary of the foregoing views will 
help to bring out the important points in them. 
Thornton always paid attention to the foreign 
exchanges and the price of bullion but thought 
that the effect of the note issue on the exchanges 
was less than usually supposed. Dorrien agreed 
that an excess of paper currency would ad- 
versely affect the exchanges but said that the 
state of the latter would only influence an ap- 
plication for discount if it were made by a dealer 
in exchanges. Pole thought that the note issue 
affected the exchanges but that the criterion for 
a safe discount was that it be made on non- 


“* Ibid., p. 44. A Samuel Turner, agent for the 
Bank of England at Liverpool since 1827, gave evi- 
dence to the Committee on Joint-Stock Banks in 
1838. If this was the same man, he had meanwhile 
changed his views (see Q. 273 in the Minules of 
that committee). But no doubt others also changed 
their opinions as time went on. 

* 1832 Report, Q. 2074. 

% Tbid., QQ. 4956-5130. 

* See n. 24, above. 

*Lords Report, 1819, evidence February 12, 
1819, Q. 7. 
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speculative paper. Harman at one time thought, 
and at another time did not think, that the 
Bank of England’s issues could affect the ex- 
changes; but he admitted at least that the 
aggregate circulation (including the country 
banks’ issues) might do so. Turner thought that 
the price of bullion and the amount of the note 
issue were not interrelated. Manning and Pearse 
defended the Bank in the House of Commons in 
terms which may have implied a disbelief in the 
bullionist view, but the evidence is weak. 
Mellish, Richards, and Palmer have left no con- 
temporary record of their opinions; but the 
last-mentioned was certainly a bullionist ten 
years later. That is to say, of the eleven direc- 
tors mentioned, four (including Ward) certainly 
thought that the Bank’s issues affected the ex- 
changes, and a fifth (Palmer) may have done so. 
A sixth (Harman) thought so sometimes and, 
at any rate, conceded that the aggregate circula- 
tion affected them. It may also be significant 
that evidence on behalf of the Bank was given 
in 1819 by William Haldimand, who had been a 
director since 1809, but who in 1818-90 was out 
of the court on rotation; he assured the Lords’ 
committee that he had “always considered the 
Amount of the Issues of the Bank of England to 
act as a powerful Lever upon all our Foreign 
Exchanges, so as to regulate their Rise and 
Fall.” On the other hand, Turner certainly, 
and two others less specifically, were opposed to 
the bullionist position. About the remainder 
(Mellish and Richards) I can say nothing. 


Vv 


This, then, so far as I can reconstruct it, was 
the climate of opinion in the court in 1819, on 
the major point at issue. But the version which 
Ward gave to the committee of 1832 was at 
first vastly different. His initial reference to the 
resolution said that it “distinctly denied the 
principle, that the Exchanges were to be re- 
garded in regulating the issues,”’s3 which was a 
travesty of its wording. The resolution had said 
nothing of the sort. A more nearly correct, 
though still garbled, summary of the critical 
paragraph was given in Ward’s next answer: 


The Resolution of 1819 was, that it was asserted 
by some, that the Bank has only to regard the 
foreign Exchanges, and, in the event of their being 
unfavourable, to reduce the circulation, the Bank 
can find no foundation for such an assertion.* 


53 1832 Report, Q. 2074. 


< 


54 Ibid., Q. 2075. 
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This was immediately followed by an account of 
the Bank’s conversion: 

In the interval between 1819 and 1827, the 
different Directors seeing what was to be done, and 
becoming more accustomed to the subject, and 
having had the advantage of seeing the amount of 
the country notes, they became changed in their 
opinion, and by the year 1827 I thought the Court 
was ripe for the passing [of] a recorded alteration, 
that we might not have in our books a Resolution 
in direct opposition to what we were acting. 


Clearly, unless Ward was imagining things, 
there had been a real change of heart since 1819. 
Clearly, also, his account of it was incorrect; it 
just was not true, either of the resolution itself 
or of those who testified for the Bank in that 
year, that they had denied “the principle, that 
the Exchanges were to be regarded in regulat- 
ing the issues.” 

What they had denied was that the Bank of 
England itself could in 1819 bring about a fa- 
vorable turn in the exchanges. And their reasons 
for this were, first, that so large an amount of 
their circulation was lent to the government 
that what was under their control was too small 
for the purpose. Second, that, because the sums 
they had lent to the government had percolated 
to the market, the market rate of interest was 
below bank rate and below the rate of interest 
abroad—whence an export of capital, which was 
itself depressing the rate of exchange. And, 
third, that there was no direct relationship be- 
tween the exchanges and the Bank of England’s 
issues because the Bank’s issues did not control 
those of the country banks and it was the total 
circulation which influenced the exchange rate. 

All these, if not necessarily scientifically ex- 
act, were eminently sensible observations; and, 
if that had been all, we should have had to dis- 
miss Ward’s comments as those of a somewhat 
intolerant young man who had misunderstood 
his elders. But it was not all. A defender of the 
Bank would have to get over some highly in- 
convenient statements. In particular, both 
Dorrien and Pole combined a theoretical readi- 
ness to concede that the exchange rate was in- 
fluenced by the note issue with a practical 
readiness to forget about this when determining 
the proper size of the discounts. And, since these 
two, as the governor and deputy governor, 
were the executive heads of the Bank in 1819, 
we may assume that that was, in fact, the line 
which the Bank was taking. What they had 
done was not to deny “the principle, that the 
Exchanges were to be regarded in regulating the 

3 Ibid. 
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issues” but to neglect the practice. And what 
appears to have happened in the court between 
1819 and 1827 was that the practice came into 
line with this “principle.” 

But there is one question which this view, if 
it is the correct one, still leaves for examination. 
Why did Ward, who was a part, if not the whole, 
of the minority in 1819, then oppose the resolu- 
tion? If it was as harmless as now appears, why 
did he not accept it? 

For the answer we may turn once more to his 
evidence. Ward, as he told the committee of 
1832, was an exchange broker; and he had often 
observed that changes in the Bank of England’s 
note issue did, in fact, affect the exchanges, as 
the bullion committee had predicated. He 
was also a young man of energy and self- 
confidence; although he was only thirty-two and 
had been a director less than two years, he ap- 
peared before the 1819 committee and felt 
“obliged to give evidence entirely discrepant 
from the evidence given by [his] colleagues at 
that period.”s5? We may accordingly take it that 
he regarded the non possumus attitude of the 
resolution as unnecessarily pusillanimous; he 
would have had the Bank do its best to contract 
the note issue in the belief that some effect, at 
any rate, would have been produced on the ex- 
changes. And, from opposing the resolution on 
these grounds, he drifted into regarding it as a 
denial of any connection between the note issue 
and the exchanges—which was possibly im- 
plicit in the practice of his seniors on the court 
but was, in fact, never asserted in the resolu- 
tion which he opposed. 

In some such way as this, we may suppose, 
an imperfect recollection of what the resolution 
had originally meant had led, by 1827, to its be- 
ing associated, in the minds of the court, with 
the die-hard supporters of the older practice; so 
that, when they were finally overcome, the res- 
olution was rescinded, as it were ceremonially 
to mark the event. It may be only a coincidence 
—though one is tempted to think it more—that 
the rescission in 1827 took place just eight 
months after Jeremiah Harman, that veteran 
exponent of the banking theory, resigned from 
the board.* 
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% 1832 Report, Q. 2074. It seems probable that 
Ward had often attempted to convince his col- 
leagues of this (cf. Thornton’s remark quoted 
above, n. 28). 

57 Ibid., Q. 2078. 

58 As Feavearyear noted (op. cit., p. 230). 
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Alternative to Serfdom. By JoHN MAuvRICE 
Crark. New York: Alfred A. Knopf, Inc., 
1948. Pp. xii+153+-vo. $3.00. 

This book presents five lectures delivered on 
the William W. Cook Foundation at the Uni- 
versity of Michigan in 1947. 

The gist of Professor Clark’s argument is 
that human beings have needs, such as safety 
through international peace, a harmonious com- 
munity, stable employment, and a balance be- 
tween security and freedom, which cannot be 
supplied by self-seeking pursuit of individual 
advantage, no matter how effective may be the 
competitive checks on self-interest. Inadequate 
attention to these needs since the breakdown of 
the medieval community has placed us, he 
thinks, in a precarious position, exposed to the 
danger of a naked choice between chaos and 
dictatorship. Competition, which we properly 
prefer to monopoly, is limited by general con- 
sent in the interest of security and is at best an 
imperfect test of social serviceability. More- 
over, as Keynesian economics has demon- 
strated, the aggregate effect of policies based on 
the classical competitive theory may be para- 
doxically opposite to what the classical econ- 
omists expected. An omnipotent collectivism, 
which appears in theory to offer a remedy for 
some of the shortcomings of our society, would 
be so remote from the individual and so destruc- 
tive of freedom as to deserve little discussion. 
In Clark’s opinion, the most promising line of 
advance and probably the only alternative to 
serfdom is enhancement of the role of voluntary 
economic organizations, such as the labor union 
and the trade association, and a working-out of 
a balance among their interests. 

Clark sees such organizations as quasi- 
governmental in character, both in their rela- 
tionship to their members and in their present 
lack of responsibilty toward other co-ordinate 
bodies with which they negotiate or against 
which they make war. He thinks of them as 
subject only indirectly and partially to laws of 
economic relationship. He sees their action as 
expressing political forces and the inherited 
tendencies of human nature, as well as rational 
calculation for economic advantage. Indeed, he 


suggests that the principal function of economic 
thinking in relation to such bodies may be to set 
standards appropriate to be adopted by them 
in the interests of social harmony and of work- 
able economic relationships. In this view, eco- 
nomic life is not one of determinate relationships, 
and the thinker is left free to construct for him- 
self many alternative patterns. 

Although Clark stresses the importance of 
freedom, much of his argument appears to be a 
plea for a regime of status. He finds good in the 
medieval civilization in that “the individual 
was a member of something; he had his place, 
and he knew it.”” He emphasizes the importance 
of a conception of human rights which accords 
to different individuals rights that differ in 
character according to the job the individual 
has to do in society. True, he insists that the 
modern organized community must be built 
largely by voluntary means and that its struc- 
ture of rights must maintain flexibility. How- 
ever, he objects to the protection of differences 
in status because it quickly hardens into molds 
of custom rather than because it repudiates 
equality. 

If this reviewer understands Clark’s argu- 
ment, it has a broad gap at its center. Clark 
points out eloquently that the private organiza- 
tions upon which he wishes us to rely now exist 
as pressure groups on behalf of special interests 
and that the interaction of these groups often 
tends to disrupt society rather than to harmo- 
nize it. He discusses such problems as the pres- 
sures upon leaders to take uncompromising 
positions, the coercive control of the rank and 
file by the leaders, the control exercised by 
private groups over unrepresented outsiders, 
and the monopolistic character of goals and 
tactics. The disruptive and oppressive tenden- 
cies that he finds in private economic groups 
appear to be as serious as, and are much more 
fully set forth than, those he finds in individual 
self-seeking and in state collectivism. In spite 
of this bill of particulars, he offers a declaration 
of faith in such groups as the instruments of 
progress, without furnishing any specific off- 
setting arguments to support that faith. What 
he does say on the subject has to do primarily 
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with the activities of labor unions; and he ap- 
pears to assume without examination that what- 
ever scope should be given to group action in 
the field of labor relations is appropriate for 
group action in other fields as well. Since per- 
sonal lives must be regarded as ends, whereas 
the existence and activities of business enter- 
prises must be appraised as means, such an 
undifferentiated treatment of the problem of 
group action is too summary. 

There is a similar one-sidedness in Clark’s 
treatment of the disinterested and public 
spirited impulses which he regards as of crucial 
importance. In spite of much recognition of the 
imperfections of leadership, he appears to say 
that socially serviceable impulses proceed down- 
ward from leaders and are expressed primarily 
in group organizations, whereas individualism is 
synonymous with a narrow concentration 
upon personal gain. The philosophers of in- 
dividualism have not indorsed this view. They 
have distrusted organized groups as likely to 
express no better than the average and possibly 
the worst impulses of the members; and they 
have insisted that the constructive and generous 
aspects of human nature flourish best when set 
free. Professor Clark does not specifically dis- 
cuss the broad issue as to whether social purpose 
floats down from above or bubbles up from be- 
low; nor does he face the charge that all power 
corrupts. His argument expresses a declaration 
of faith, but not the grounds for it. 


Corwin D. EpwARDS 


Federal Trade Commission 


The Struggle for Democracy in Germany. Edited 
by GABRIEL A. ALMOND. Chapel Hill: Uni- 
versity of North Carolina Press, 1949. Pp. 
345. $4.00. 

The authors contributing to this account of 
efforts at reconstructing the political, social, and 
economic structure of Germany agree that an 
industrial and democratic Germany is desirable 
in the interest of world peace. For the most 
part, they are partial to the objectives of the 
Western powers in the German occupation and 
approve of the policies adopted to implement 
them. However, they warn the Western Allies 
that the struggle for the attainment of a dem- 
ocratic Germany is likely to be long and em- 
bittered in the light of the antidemocratic forces 
which are part of the German heritage and 
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which are being encouraged in some quarters of 
Germany today. In particular, they hold that, if 
“German democratization” is to prevail, it must 
overcome “the threat of historic German av- 
thoritarianism and nationalism” while with- 
standing “Communist infiltration and Soviet 
expansion.” The authors are optimistic that, 
with intelligent and constructive assistance 
from the West, the democratic elements in 
Germany will win out. 

The first three chapters trace the historical 
background of democratic and authoritarian 
forces among the German people from roughly 
Bismarck’s time through the end of the war. In 
chapter i, Professor Eugene N. Anderson of the 
University of Nebraska presents a general anal- 
ysis of German history from this point of view, 
with particular emphasis on the pre-Nazi years. 
Professor Wolfgang H. Kraus of George Wash- 
ington University and Gabriel A. Almond of the 
Institute of International Studies at Yale Uni- 
versity collaborate in chapters ii and iii in a dis- 
cussion of the role of democratic and author- 
itarian forces in the “resistance and repression” 
under the National Socialists. The remaining 
chapters deal specifically with the German occu- 
pation. Fred H. Sanderson of the Department 
of State analyzes Germany’s economic situa- 
tion; Professor Hans Meyerhoff of the Univer- 
sity of California at Los Angeles describes the 
reconstruction of the German government and 
administration; Vera F. Eliasberg, research di- 
rector of the American Association for a Dem- 
ocratic Germany, analyzes the political parties 
which have come to the fore since the war; and 
Clara Menck, contributing editorof Die neue Zei- 
tung, U.S. Zone, Germany, examines the social 
and psychological consequences of life under the 
Nazis and indicates some of the more perplex- 
ing aspects of the “problem of reorientation” 
in Germany today. 

In general, the book is well conceived but, 
as is virtually inevitable in a symposium, it is 
unevenly executed. The chapters dealing with 
Allied policy and the problems of occupied 
Germany are generally the more interesting, al- 
though the descriptions of the resistance move- 
ment and of measures of repression under 
Hitler in the historical section make for absorb- 
ing reading. The chapters prepared by Sanderson 
and Eliasberg are far and away the best written, 
and their respective analyses of economic and 
political conditions in Germany today are un- 
surpassed for breadth of understanding and 
maturity in judgment of the German problem. 
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Part I, the historical section, is somewhat 
less rewarding than the description of current 
problems. As stipulateti in the Preface, “this 
part of the book represents an effort to correct 
the erroneous history of the war period which 
placed Germany entirely outside the pale of 
Western historical and politico-moral develop- 
ment.” This, then, is history written with the 
purpose of “selling” a particular point of view. 
As admirable as this point of view is, the anal- 
ysis suffers from the constant effort to “sug- 
gest” that other points of view were “based 
on an exaggeration of historical trends” and to 
drive home the theme that it is necessary to 
“strengthen that part of the German heritage 
which inclines toward liberalism and democ- 
racy.” While I nearly always found myself to be 
in sympathy with the interpretation of histori- 
cal events in Germany set forth here. I should 
have preferred, especially in chapter i, a greater 
reliance on statistical support for the positions 
taken. 

In the main, as promised in the Preface, the 
book successfully copes with the “problems of 
consistency and coherence.” However, there 
are a few exceptions. For example, in the analysis 
of political developments in chapter vi there is a 
greater skepticism shown toward the democrat- 
ic influence of the church in Germany than was 
revealed in discussions of the subject earlier in 
the book. Again, on page 276, there is a fuller 
appreciation of the effects of the wage-freeze on 
the German economy than was evidenced in the 
analysis of currency reform set forth in a prior 
chapter. Also, on pages 234-38, the analysis of 
the conflict within the Christian Democratic 
Union on the socialization of basic industries 
and the reference (p. 276) to the inability of the 
Western Allies to accept socialization nullifies 
many of the views on socialization expressed on 
pages 153-56. 

In spite of the fact that there have been some 
important developments in Germany since the 
book went to press, there are no glaring omis- 
sions; and the analyses of trends in economic, 
political, and social matters generally predict 
subsequent events accurately. In one significant 
area, however, this does not prove to be the 
case. The account of labor’s share in manage- 
ment on page 156 gives the impression that 
German workers have gained an important 
measure of control over German industry and 
the economy. The reconstitution of works 
councils since the war does not bear out this 
contention. The Western Allies have not per- 
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mitted the Lander to implement laws of code- 
termination providing works councils equality 
with management in the determination of 
economic, financial, and personnel matters in 
the plant. And in more general matters, labor 
is only nominally represented on policy-making 
bodies for economic affairs. Under these cir- 
cumstances, it is questionable whether German 
labor has as great a share in management as it 
held in the years prior to Hitler. 


Mattuew A. KELLY 
Princeton University 


European Ideologies. Edited by Fe.mxs 
Gross. With an introduction by Ropert M. 
MaclIver. New York: Philosophical Library, 
1948. Pp. xv+1,075. $12.00. 

Seldom before haveso many isms congregated 
between the covers of one book; and an attrac- 
tively printed book it is. From agrarianism to 
Zionism, the spectrum runs through the familiar 
list of communism, socialism, fascism, anarch- 
ism, and liberalism to the less customary array 
of anti-Semitism, falangism, federalism, na- 
tionalism, pacifism, Pan-Slavism, regionalism, 
and other ideologies. The twenty-seven chap- 
ters are the product of twenty-four contributors, 
seventeen of whom are, or were, college profes- 
sors, here and abroad, and the rest mainly pub- 
licists and authors, some of them former occu- 
pants of high offices in Europe. 

The essays move chiefly on the plane of 
summary and interpretation; in many there are 
flashes of insight, in some thoroughgoing explo- 
ration and challenging analysis. There is a 
marked emphasis on eastern European develop- 
ments; perhaps it would have been wiser to 
barter such chapters for essays—not found in 
this book—on capitalism, conservatism, and 
utopian socialism. In general, the reader will be 
impressed by the wealth of information dwelling 
in this architecture of phenomena, ideas, and 
the stirrings of persons, groups, and peoples. 

To get down to cases, after an interesting in- 
troduction by the editor on the nature of 
ideologies, of mass movements, and of the in- 
fluence of ideas, symbols, and irrationalism, 
comes the chapter on communism. The empha- 
sis falls primarily on the unattractive situation 
in Russia today. The dictatorial government, 
the economic inequalities, the new elite, the 
nationalist vanity, and the backsliding to the 
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values of czarist days are revealed with cumu- 
lative impact. The discussion would be more 
impressive, however, if Professor M. Nomad, 
the author, had evaluated the usual counter- 
claims: universal education, the social health 
program, the rapid industrialization, the 
chance to rise from the ranks, the obliteration of 
race prejudice, and the towering achievement 
during the war. Too, the reader misses reflec- 
tions on whether always and everywhere com- 
munism must degenerate to the Russian model. 
In the chapter on socialism there is first a 
brief exposition of its beginnings in France and 
Germany and of the labor movement in nine- 
teenth-century England. After observations on 
Marx, some balanced and some sanguine, fol- 
lows a short story of the conflicts with Lassal- 
leans, Bakunists, syndicalism, and bolshevism. 
This chapter tries to cover too much ground. 
Thus, when mentioning the formative influence 
of classical economics on Marx’s mentality, the 
writer, Algernon Lee, volunteers some notes 
on the history of economic thought, where we 
find the questionable remark that after Aristotle 
and through the Renaissance “no further con- 
tribution to economic theory was attempted” 
(p. 159). As in the previous chapter, there is in- 
sufficient disposition to probe into basic princi- 
ples and to raise fundamental issues. The 
reader does not, for instance, learn much about 
Marx’s economics. There is also surprising si- 
lence on the socialist experiment in England. 
The essay on liberalism, by Professor R. 
Gotesky, opens with an account of traces of 
liberalism in early centuries and a description 
of the nine components of L.T. Hobhouse’s con- 
ception of this ideology; then the essay turns to 
the stages of its modern evolution. Strangely 
enough, the starting point now is J. S. Mill. 
Adam Smith is barely mentioned, and his 
laissez faire is pronounced to rest “on the para- 
doxical moral principle that the ravagings of the 
wolves will produce a variety of good things for 
the ravaged sheep” (p. 241), an egregious mis- 
interpretation of the classical position. The es- 
say proceeds with the misconceptions of liberal- 
ism to which Marx was led by his one-sided 
theory of society and then with the liberalism of 
Marxian revisionism and totalitarianism. There 
is a regrettable omission of the later non-so- 
cialist variants of this protean ideology. In 
accounting for the twilight of liberalism, the 
author gives first placeamong the major causes to 
the fact that liberalism necessarily implies social 
planning and that social planning is necessarily 
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incompatible with individual freedom. This 
identification of liberalism with the negation of 
freedom is a unique theorem, requiring much 
more analysis than it receives. The opposite 
view is presented in the interesting penultimate 
chapter in the book in which Professor Lewis 
Corey attempts to formulate a program of 
social planning within the framework of liberty. 

Anarchism and syndicalism receive attention 
in two chapters. One, by M. Nomad, outlines 
briefly the various types of anarchism and delin- 
eates some of Sorel’s ideas. The second chapter, 
by Rudolf Rocker, ably explains the central the- 
sis of anarchism and the basic tenets of syndical- 
ism; discusses Godwin, Proudhon, Bakunin, and 
Kropotkin; and traces the history of syndical- 
ism, especially in France. One will agree with 
the writer that economic equality is no guaranty 
of freedom, but one will seriously question his 
dictum that “every type of political power pre- 
supposes some particular form of human slav- 
ery” (p. 351). 

Three essays are devoted to fascism. Against 
the background of the ordinary economic ex- 
planations of this phenomenon, it is refreshing 
to come upon Professor G. A. Borgese’s reprint 
on the “Origins of Fascism,” which explores the 
rise of the movement in terms of the inferiority 
complexes of the Italian people, of their prides, 
and of their spirit of submissiveness fostered by 
the tradition of the ancient Caesars and by the 
authority of the church. The economic and 
political influences are discounted. In the second 
study Gunther Reiman underscores the fact and 
fancy of the corporate state and raises the inter- 
esting question whether, putting Marx in re- 
verse, fascism develops its unique economic 
organization. He argues convincingly that the 
blunting of private business incentive, the ex- 
pense of war and imperialism, and the general 
parasitism of the political structure tend to 
force a gradual imposition of state coercion and 
planning over private enterprise, making the 
political tail wag the economic dog. In the 
third chapter Stephen Naft displays to good 
effect many quotations from various falangist 
writers to expose the bizarre dreams and 
programs for conquest and glory of a new 
Hispanidad. 

The first of the two treatments of naziism is 
Professor F. W. Foerster’s ““Pan-Germanism.” 
This high-minded scholar chronicles the mel- 
ancholy tale of the growth of the temper to exalt 
militarism and of the brutality for loot and dom- 
ination; and he reveals the dreams of making 
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the United States a German outpost. Professor 
Foerster warns that Pan-Germanism is not 
dead: it lives today in Spain and Argentina, 
where German scientists and officers are hatch- 
ing War III. “Hitler,” he says, “was the logical 
expression of the entire historic trend of the 
Prussian robber-state” (p. 762). The next chap- 
ter, with the strange adjective in its title 
“Nazism: Its Spiritual Roots,” written by 
Friedrich Stampfer, a former member of the 
Reichstag, concentrates on the ideas of Gobi- 
neau, Sorel, Le Bon, Carlyle, Chamberlain, 
Tille, Moeller, and Alfred Rosenberg. Denying 
any influence of Hegel or Fichte, he admits 
some possible influence of Nietzsche. He calls 
attention to the parallel between Marx’s theory 
of the relativity of ethics and the moral nihilism 
of naziism. It is not clear why the author in- 
cludes Alfred Rosenberg among the “roots” of 
naziism. It seems that the mouthings of this 
mediocrity, along with the swampy exhalations 
of the other Nazi overlords, exhibit the unsavory 
product of certain roots. 

Since many chapters are still to be accounted 
for, it is necessary to be brief. In his useful sur- 
vey of nationalism Professor T. V. Kalijarvi 
seems to put too much stress on instincts as the 
source of this institution; there is reference to 
McDougall’s dated Social Psychology. There is 
also an examination of group feeling, race, 
geography, etc., as the defining features of na- 
tionalism; and after tracing its development 
since ancient Greece, he outlines types and 
theories of this enduring phenomenon, In the 
following chapter Professor J. S. Roucek pre- 
sents an informative summary of regionalism 
and separatism as exemplified by Alsace-Lor- 
raine, Ireland, Catalonia, Macedonia, and other 
units. The next two chapters, both by J. 
Lestchinski, give an adequate analysis of 
Zionism and anti-Semitism. 

The essay on pacifism, by Professor N. 
Doman, unfolds various theories and move- 
ments, the writings and plans of prominent 
people, and the difficulties of pacifism in war 
and peace. In a masterful article Professor R. D. 
Lang addresses himself to the centuries-old vi- 
sion of European federalism. To his mind, 
European troubles derive not from nationalism 
but from political nationalism, which seeks ex- 
pression in expansion by aggression. The prob- 
lem rests on the reconciliation of the particular- 
ism of nations with the universalism of Euro- 
pean unity; the answer is federalism. There is a 
stimulating exposition of the problems of fed- 


eralism as revealed in the American colonies be- 
fore the Revolution and after. Then followsa fine 
summary of the dualism of Austro-Hungary, the 
Little Entente, the programs for unscrambling 
the Balkans, recent Pan-Europe schemes, and 
the Briand and other plans. 

The chapters relate to movements in Russia 
apart from communism. Professor W. Lednicki 
deals with pan-Slavism, in a scholarly chapter, 
the longest in the book. His is a well-docu- 
mented study of the emergence of the disposi- 
tion in Russia to glorify all things Russian and 
to disparage Western civilization; of the ex- 
travagant claims and programs of prominent 
Slavophiles; of the bitter reactions of the non- 
Russian Slavs; of Marx’s writings on the sub- 
ject, hostile to Russia; and of the resurgence of 
the movement, in a more dangerous form, in 
present Russia. Another chapter, by Professor 
E. Tartak, touches on the liberal ideas of some 
early Russian writers, especially Herzen. This 
chapter would be more instructive if it gave 
the reader a comprehensive view of the 
march of liberal thought in Russian history. 
V. Zenzinov, a member of the ill-fated Russian 
Provisional Government, traces the plight and 
agitations of the Russian peasant under the 
czars and points to the failure of the Revolution 
to resolve the problem of the peasant’s hunger 
for land. 

In “Catholicism and Politics” Professor A. 
Mendizabal sketches the democratic ideas of 
Catholic thinkers in the Middle Ages and be- 
yond and cites the condemnations of naziism by 
the Catholic church. Opposed alike to fascism 
and communism, his equipoised scholarship 
produces the impression that he is toning down 
the Inquisition, the opposition of the church to 
the French Revolution, the Syllabus of 1864, 
and the 1929 Concordat with Mussolini. As re- 
gards present Spain, the epitome of the dis- 
course seems to be that many Catholics are 
against Franco but that reactionary Catholics 
favor him. 

There are three essays, concerned with move- 
ments symbolizing, primarily, the attempt of 
humble people to improve their lot, in which the 
writers, at least in part, impute their own 
syntheses and sensibilities to the more plebeian 
strivings of the toiling millions. The story of 
agrarianism in eastern European countries, by 
G. M. Dimitrov, a former deputy of the Bul- 
garian parliament, allots over one-third of the 
space to the philosophy of biomaterialism. 
Professor H. M. Kallen’s reprinted article on 
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consumer co-operation voices the thesis that 
humanism, religion, and the modern mind con- 
verge on the thought that the quality of human 
living finds its focus in leisure and rest, that is, 
in consumption, and that consumer co-opera- 
tives, enhancing this quality, contribute to 
man’s elevation. In his four-page observations 
on “Humanism and the Labor Movement” 
Professor S. Hook affirms that “genuine 
workers’ movements have always been united 
by certain large beliefs” in justice, freedom, and 
human dignity and in the broadening of man’s 
“moral vision.” Of a more realistic tenor is the 
narrative of the motives of labor in Professor 
P. Taft’s all-too-brief treatment of the ideolo- 
gies of trade-unionism in several European 
countries. 

The editorial notes introducing each chapter 
are of fluctuating merit. Some are inadequate; 
about many of the writers, most of them of 
European background, we learn next to nothing. 
There are a good bibliography accompanying 
each essay and, that rare thing in a book of 
collaboration, a fine index. So many varied 
works cannot easily be organized into a coherent 
structure. Nevertheless, the whole enterprise 
would have been given an integrating frameif the 
final essay had been by the editor and in the 
nature of a synthesis. As it stands, the compen- 


dium tapers off into brief concluding remarks by 
the editor, followed by Lewis Corey’s essay, al- 
ready referred to, on planning without statism, 
and ending with S. Hook’s above-mentioned 
four pages on the significance of the labor 
movement. 


M. M. BoBER 
Lawrence College 


Saving American Capitalism. Edited by Sry- 
mouR Harris. New York: Alfred A. Knopf, 
Inc., 1949. Pp. xviiit+373+Vvi. $4.00. 


This is a collection of exercises in New Deal 
theology. Readers who expect a discussion of 
why American capitalism needs or deserves sal- 
vation, plus a reasoned presentation of rival pro- 
posals for saving it, must look elsewhere. De- 
spite their title, these essays constitute collec- 
tively a propagandist tract designed to reinforce 
existing convictions rather than to convert the 
hostile or enlighten the skeptical. “Blueprints 
for a Second New Deal,” the title of Chester 
Bowles’s contribution, would have served better 
for the entire book than either “A Program for 
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America,” Professor Harris’ original selection, 
or Saving American Capitalism, which eventual- 
ly emerged. 

The volume is composed of thirty-one essays 
by an impressive list of twenty-four authors, 
plus brief introductions by the editor to seven 
of the nine parts into which the whole is divided. 
The authors, public and academic figures alike, 
were nearly all associated closely with one or 
more phases of the Roosevelt New Deal. Their 
essays, written at a time of imminent electoral 
defeat (which failed to materialize) havea certain 
air of “last will and testament” about them, as 
well as the smug self-righteousness of a saint’s 
autobiography or the memoirs of a misunder- 
stood genius. The contributions are necessarily 
brief—less than twelve pages apiece on the aver- 
age. Brevity has exaggerated the positive and 
dogmatic aspects of the authors’ thought, sup- 
pressed the qualms and doubts and fears that 
they probably feel. The two longest essays— 
Governor Bowles’s “Blueprints” (27 pp.) and 
A. A. Berle’s “Liberal Program and Its Philoso- 
phy” (21 pp.)—cover broad ranges of subjects 
and ideas. Most of the other papers deal with 
moderately specific issues, mainly economic, but 
in a brief and sketchy manner. For the elemen- 
tary student they supplement the strained and 
pretentious “objectivity” of the usual textbook 
treatments, but for the economist they add little 
or nothing to what the authors have expressed 
more fully elsewhere. Monetary policy, for ex- 
ample, is covered by Professor L. V. Chandler in 
fourteen pages, cycle policy by Professor Alvin 
Hansen in eight, controls by Dr. Richard V. 
Gilbert in seven. Professor Harris’ own astound- 
ing versatility has never been more in evidence 
within the covers of a single volume. Eight of 
the thirty-one essays are his own, not to men- 
tion the Preface and seven introductions; their 
subjects range from “The Farm Problem” to 
“Some Aspects of Social Security, Education, 
and Labor Policy.” 

“Disagreement,” writes the editor (p. xi), “is 
not a significant problem in this volume,” inas- 
much as the selected group of contributors 
“know” that “this country needs an economic 
plan” (p. 3) and that “only by accepting a hy- 
brid system which gives scope to adequate plan- 
ning, to monetary and fiscal policy, to conserva- 
tion of resources, to public spending for the gen- 
eral welfare, and to limited controls will we be 
able to preserve capitalism” (p. xii). Mr. Wen- 
dell Berge, it is true, devotes seven pages on 
antitrust policy to a traditional antimonopoly 
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case, and Professor A. P. Lerner slips a few he- 
retical functionalist denials of the need for direct 
controls in international trade into his stint on 
American foreign economic policy. These over- 
sights aside, we find unanimity worthy of the 
Church of God. 

The position taken is a familiar one to sup- 
porters and opponents alike, its most novel fea- 
ture being somewhat lessened confidence in the 
maldistribution and stagnation theses. Full em- 
ployment and adequate demand will be guaran- 
teed regardless of wage and price policies. When 
inflationary pressure develops, direct controls 
will hold it in check. Heavy doses of regionalism 
and fond glances toward Scandinavia and the 
United Kingdom will prevent direct controls ex- 
panding to dictatorship. Meanwhile programs of 
social security, conservation, and public housing 
will be expanded vastly. Industrial monopoly 
will be controlled mainly by increased capacity 
constructed under public auspices; agricultural 
and labor monopolies will develop social respon- 
sibility as they mature in an environment of full 
employment. If ye claim to support capitalism 
while questioning the foregoing, verily ye live in 
the nineteenth century but ye must be born 
again in the twentieth, or preferably the twen- 
ty-first. 

Condensed and elliptical papers such as these 
thirty-one are not proper targets for those who, 
like this reviewer, disagree in some measure with 
their total position. A brief review, moreover, 
can present serious criticisms only in even more 
condensed and elliptical form. Serious criticism, 
therefore, will not be attempted. I cannot resist, 
however, the urge to comment on Dr. Gilbert’s 
misrepresentation of the particular alternative 
position to which I adhere, (1) because Gilbert’s 
paper is one of the most cogent in the volume, 
(2) because this particular distortion is preva- 
lent in economic circles, and (3) because the po- 
sition itself is not considered elsewhere in the 
book. Attacking price flexibility as a substitute 
for direct controls, Gilbert (p. 171) dismisses it 
as equivalent to alternative waves of hyperinfla- 
tion and of deflation—neglecting its additional 
feature of general price or income stability. Gen- 
eral price stability, on its part, is denounced as 
deflation and underemployment in the com- 
petitive sectors of the economy for the benefit of 
the monopolistic and restrictive ones—general- 
ized price flexibility being neglected this time. 
The two aspects, flexibility of individual prices 
and stability of the general level, should in fair- 
ness be considered as intertwined branches of a 
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single program. Separately, they are as fragile 
a pair of straw men as one could wish. Together 
they form, I suggest, a serious alternative to a 
great deal of the more questionable portions of 
the “Second New Deal” approach. 


M. BRONFENBRENNER 


University of Wisconsin 


Agrarian Unrest in Southeast Asia. By Ericu 
H. Jacosy. New York: Columbia University 
Press, 1949. Pp. xvii+ 287. $4.00. 

For the most part, this book is obviously and 
frankly based on printed materials already fa- 
miliar to students of Southeast Asia. The excep- 
tion is the portion on the northern part of the 
Philippines. Of the six countries treated, the 
Philippines get by far the most space. This 
chapter does not suggest much actual legwork, 
but in comparison with the others it does reveal 
the great advantages of access to accounts of a 
sort hard to get and harder to appraise outside 
a backward country under discussion and with- 
out conversations with people active in the 
area. The story of a carelessly benevolent 
United States, whose generally well-meaning 
representatives have co-operated mainly with 
an intrenched local aristocracy, is retold in con- 
siderable detail and, on the whole, with moder- 
ation. If the author had known the other areas 
better, more stress might have been laid on cer- 
tain gains which stand out by comparison. For 
one thing, the mass and quality of the technical 
publications by Filipinos are rather striking. 
Perhaps they reflect an educational program 
more effective than mere percentages of literacy 
show and a genuine effort at unified rather than 
dual rule, in contrast with plural legal and 
judicial systems elsewhere. 

Dealing with agrarian conditions without 
much reference to mining and other activities, 
notably external trade, imposes handicaps. Tin 
and fossil fuels are samples of export items which 
have a large place in a general economic ap- 
praisal of So: east Asia. Differences in tariffs 
and other economic controls imposed on these 
countries have been highly significant, not 
only for the economies as wholes, but also for 
their agriculture in particular. There is an in- 
creasing tendency to see the difficulties, and 
hence the “unrest,” of these countries as fea- 
tures of long-run servitudes which are much too 
narrowly described as mere “terms of trade.” 
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Although politically independent, Siam has 
suffered as much as the others from these impo- 
sitions, including the cyclical breakdowns of the 
North Atlantic economy. There is a good deal 
to be said for the term “economic colonies,” 
little used in English. 

On the whole, the author seems friendlier to 
the colonial regimes which he does not know at 
first hand than to the one which he does. The 
Dutch seem to have been particularly successful 
in making it difficult to write a critical account 
of their rule out of publications. It is a rather 
romantic suggestion, for example, that the U.S. 
tariff law of 1930 had much effect on forced la- 
bor in Indonesia (p. 60 and n.). 

Some figures are inconsistent. On opposite 
pages (110 and 111), the rice area of Malaya is 
800,000 and 750,000 acres. The age of the 
manuscript before printing is probably responsi- 
ble for some obviously poor guesses, such as the 
dim prospects for Malayan rubber (p. 120). 
Malaya’s Chinese problem is definitely slighted. 
Figures—wages, for example—are often given 
in currencies the values of which are not stated, 
which must be confusing for readers unfamiliar 
with the countries. Standards of living are esti- 
mated in quite varied ways which do not lend 
themselves readily to comparisons. That lands 
were “alienated” in Malaya (p. 106) is meaning- 
less to a person unfamiliar with the public 
domain system, which is not described. 

These criticisms are mere samples. In spite of 
them and the omitted ones, the book has a 
genuine usefulness. There are many distin- 
guished works on parts and problems of South- 
east Asia, but no other, I believe, attempts to 
cover what this one does and to bring the 
account as nearly down to date. The almost im- 
possible task has been performed with both 
great industry and high integrity. Most of the 
greater books seem to have been examined, and 
much work has been done by way of checking 
details in publications, such as statistical year- 
books. The problems are simply too vast and 
varied for digestion by one person or in 260 
pages of text. It is hard to judge such a work 
without being able to decide precisely for whom 
and for what it was intended. A new documen- 
tation on some of these countries, in part from 
recent technical missions, is piling up rapidly, 
and President Truman’s “point four” has al- 
ready shifted interest considerably. Inevitably, 
a manuscript prepared just after the end of a 
great war was keyed largely to prewar condi- 


tions and views which as inevitably, were des- 
tined to be radically and swiftly revised. 


M. M. Knicur 
University of California at Berkeley 


Die Selbstregulierung der Zahlungsbilans. By 
Emit Kite. St. Gallen: Verlag der Fehr’sche 
Buchhandlung, 1948. Pp. x+256. $6.00. 
This book is a competent, though unoriginal, 

exposition of the major theories of balance-of- 
payments adjustment. Its main virtues are its 
comprehensiveness, orderly and systematicstyle, 
clarity, and unity of discussion. Its main weak- 
ness—if this can be called weakness—is that it is 
chiefly a discussion of well-known doctrine and 
contains no really original contribution to the 
theory by the author. 

After an introductory chapter stating the 
problem of balance-of-payments automatism, 
Kiing discusses the classical theory of the 
balance-of-payments mechanism on the basis of 
gold flows and adjustments in the price level. 
This is followed by a discussion of the more 
modern theory incorporating the analysis of 
reciprocal demand schedules and the national- 
income multiplier. Successive chapters deal with 
short-term capital movements, freely fluctuat- 
ing exchange rates, and the functioning of the 
balancing mechanism under less than full em- 
ployment and on the basis of a gold-exchange 
standard. A final chapter deals with the impact 
of cyclical fluctuations and of how money 
flows on the balance-of-payments mechanism. 

The author has full command of the standard 
literature on the subject, and his references are 
clear and to the point. Anyone familiar with the 
German language will find this book an excel- 
lent summary of the literature on the balance- 
of-payments mechanism and on the transfer 
problem. 

Bert F. Hose.r=% 

University of Chicago 


The Economic Theory of Cost of Living Index 
Numbers. By MeEtvitte J. Utmer. New 
York: Columbia University Press, 1949. Pp. 
106. $2.00. 

Columbia University’s faculty of political 
science has maintained a tradition of requiring 
the publication of doctoral dissertations in book 
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form. Dr. Ulmer’s dissertation is apparently 
published as a book for this reason. 

The volume is built around chapter iv on “A 
Practical Development of the Theory” (of cost- 
of-living index numbers.) This chapter attempts 
to estimate empirical upper and lower limits for 
the “true” U.S. index in the period since 1929. 
An insignificantly different version of this chap- 
ter was previously published in a thirteen-page 
article.* The rest of the book consists of obvious 
or conventional observations on well-known re- 
sults and some reproductions of important an- 
alytical developments found in easily accessible 
literature. 

The main result of the original contribution 
in chapter iv can be summarized as follows: 

Let 
L = Laspeyres’ price index; 

P = Paasche’s price index; 

I, = True index based on the utility level of the 
base period; 

I, = True index based on the utility level of a 
period being compared with the base period. 


Two basic theorems in the literature of the sub- 
ject establish the inequalities 


L>Ie>L-(L-I1.+1,-P), 


In the identity 
L—-P=(L—I,+1,—P) + Ue — 11) 


Ulmer desires to obtain an estimate of the upper 
limit of the first member of the right-hand side. 
Such an estimate, along with Laspeyres’ and 
Paasche’s indices, will enable him to set upper 
and lower limits for J, and J, in the basic in- 
equalities. Ulmer claims that the maximum ob- 
served difference L — P which can be directly 
computed from available data is an estimate of 
the upper limit of L — J, + 1, — P. The basis 
for this contention is a vague probability scheme 
which is supposed to lead to the result that 
I, — 1, fluctuates about a zero mean in such a 
way as not to be too large in a negative direction 
when L — P takes on its largest positive values. 
I, — I, depends upon the utility function and 
the price systems; therefore, without making 
further assumptions and constructing a sto- 


*M. J. Ulmer, “‘On the Economic Theory of Cost 
of Living Index Numbers,” Journal of the American 
Statistical Association, XLI (December, 1946), 
530-42. 
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chastic model, few definite statements can be 
made about the time series of the sign and mag- 
nitude of this difference. The approach would 
undoubtedly meet a much warmer reception if 
the arguments could be based on a rigorous 
mathematical foundation to show, in some prob- 
ability sense, the efficiency and unbiasedness of 
maximum L — P as an estimate of the upper 
limit of L —-1,+ 1, — P. 

The author calculates the maximum differ- 
ence between Laspeyres’ and Paasche’s indices 
(BLS cost-of-living data) in the period 1929-40 
as 1.4 per cent of Laspeyres’ index, from which 
he concludes 


L>I~>L—oorsLl, 


P<1I,< worsP. 


In an appendix the author reproduces (with 
appropriate references, of course) mathematical 
arguments of Koniis, Staehle, Wald, and Frisch. 
This procedure is not to be condoned in scientif- 
ic treatises except in so far as it simplifies text- 
book expositions for students or builds upon the 
previously obtained results to get new results. 

The reviewer hopes that Ulmer will dig fur- 
ther into this subject and present us with addi- 
tional contributions to the unsolved problems 
that still exist in index-number theory. 


LAWRENCE R. KLEIN 


National Bureau of Economic Research 


The Economics of Illusion. By ALBERT L. HAHN. 
New York: Squier Publishing Co., Inc., 1949. 
Pp. vii+ 273. $4.00. 

The Economics of Illusion is Dr. Hahn’s con- 
tribution to the fight against what he considers 
the reigning evil of “inflationism” in Keynesian 
garb. Himself one of the advocates of Keynesian 
ideas more than a decade before such doctrine 
became popular and tagged with the name of 
the late British economist, he attempts in this 
book to refute the arguments of “that great 
exaggerator of partial truths” and to persuade 
the mass of economists to repudiate his earlier 
beliefs and return with him to neoclassicism 
and its faith in the virtue of saving, the employ- 
men -stimulating effect of money-wage reduc- 
tions, the undesirability of easing the loan 
market as a means of averting recession, and the 
stabilizing effects of equality of market and 
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“natural” rates of interest. It should be added, 
however, that the neoclassicism which Dr. Hahn 
expounds is not quite so unalloyed as that which 
his antagonist holds up to scorn in The General 
Theory or so immoderate as that which Henry 
Hazlett, who introduces the present volume, 
presents in streamlined form in Economics in 
One Lesson. Rather it involves recognition of 
pre-recovery and recovery periods (as distinct 
from recession and boom), during which part 
of the Keynesian analysis is applicable, and 
deflationary evils which can best be cured by 
“reflation.” 

Some of Hahn’s strictures have a quite fa- 
miliar ring (in spite of the fact that on p. 5 he 
speaks of “the almost entire lack of anti- 
Keynesian literature”) and will probably be ac- 
cepted by the majority of readers. Thus, The 
General Theory is not a general theory; the 
Keynesian apparatus does not provide a satis- 
factory theory of business-cycle movements; 
and heightened aggregate demand is not an 
adequate remedy for structural unemployment. 
But Hahn’s positive counterpropositions are 
hardly as acceptable as the Keynesian theses 
which he attacks. Whatever may be the short- 
comings of The General Theory, it is preferable 
to an analysis which states that saving cannot 
be harmful unless it takes the form of postpone- 
ment of purchases because of fear of price-falls; 
that, except during such periods as 1931-32, 
money-wage reductions will necessarily increase 
current employment and will not heighten the 
threat of future unemployment; and that any 
unemployment which lasts through a recovery 
(e.g., that of 1937) is ipso facto shown to be 
structural unemployment and therefore curable 
only via wage adjustments downward. 

As these remarks indicate, the general tone 
of The Economics of Illusion is crusading, in 
spite of the concessions to Keynesian analysis 
which are made from time to time; and like 
most crusaders, the author frequently argues as 
if a possibility were a certainty and in other 
ways makes use of assertion instead of close 
reasoning. This tendency, which is especially 
noticeable in chapters ix, xiv, and xv (“Is 
Saving a Virtue or a Sin?” “The Economics of 
Illusion,” and “The Investment Gap”) is, of 
course, intensified by the nature of the book, 
which is chiefly a collection of reprinted papers 
rather than an organized and synthesized 
treatise and therefore does not allow space for 
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systematic development of the line of reasoning 
leading to the various neoclassical conclusions, 


Henry M. OLtver, Jr. 
University of Indiana 


The Electric-Lamp Industry: Technological 
Change and Economic Development from 1800 
to 1947. By ArTHUR A. Bricut, Jr. New 
York: Macmillan Co., 1949. Pp. xxviii+526. 
$7.50. 

Arthur Bright’s intensive and detailed study 
of the development of the electric-lamp industry 
is the second in a series of five studies of the 
economics of innovation being conducted under 
the direction of Professor W. Rupert MacLaurin, 
of the Massachusetts Institute of Technology, 
with the assistance of a grant from the Rocke- 
feller Foundation. 

At the outset Mr. Bright sets the frame of 
reference for his subsequent historical treat- 
ment by a statistical analysis of the growth and 
present economic position of electric lighting 
and the electric-lamp industry. This analysis re- 
veals the strategic position of electric-lamp 
manufacture in the electric lighting industry asa 
whole and the profound effect of the evolution 
of the large incandescent lamp on both technical 
and commercial developments in the entire 
group of electrical industries, including radio. 

The historical account of the development of 
the electric-lamp industry in the United States 
is treated in three parts. The first of these, 
“Genesis of the Lamp Industry,” outlines the 
rise of gas, electric-arc, and incandescent light- 
ing to 1880 and continues with a recounting of 
the commercial and technical events of what 
Mr. Bright calls the “formative period” of elec- 
triclamp manufacture, namely, the interval 
I : 
“The Adolescence of the Lamp Industry” 
describes a second portion of the history of in- 
novation in lamp manufacture and covers the 
years from 1897 to 1912. Here are related the 
growing industrial concentration in the indus- 
try, the development and introduction of im- 
portant new filament materials, further im- 
provements in design and methods of lamp- 
making, and the triumph of incandescent light- 
ing over gas and arc illumination. The last 
portion of the study, titled “The Mature Lamp 
Industry,” is an elaborate account of events in 
the industry over the last forty-five years. it 
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includes an analysis of the monopolistic forces 
operating in the industry in this period, the 
economic and commercial effects of the electric- 
lamp patent system, recent improvements in 
design and production of electric lamps, theintro- 
duction of new electric-discharge light sources, 
and the commercialization of fluorescent light- 
ing. 

The conclusions reached by the author at the 
end of his study relate to four criteria: the rec- 
ord of technological progress; the technological 
environment of the industry; the operation of 
the patent system; and international relation- 
ships and tariff regulations. On the count of 
technological progress, the entire history of 
electric lighting since 1880 witnessed a “con- 
tinuous multiplication of special lamps for par- 
ticular applications as well as marked quality 
improvements in older varieties.” Few indus- 
tries, contends Mr. Bright, can claim as striking 
a record in product improvement as the seventy- 
year-old electric-lamp industry. In the realm of 
technological environment, as industry leader 
the General Electric Company (and its pred- 
ecessor companies) maintained commercial su- 
periority in electriclamp manufacture after 
1880 by retaining for itself an average of 65 per 
cent of domestic business. Furthermore, General 
Electric’s licensees (Classes A and B), con- 
trolling an additional 25 per cent of the market, 
were subservient during most of this period. In- 
dependent manufacturers as a group remained 
relatively small. General Electric held its domi- 
nant position as the leader of a carefully or- 
ganized industry through the instrumentalities 
of a strong patent position, commercial and 
technical aggressiveness, strong control over 
lamp parts and machinery, extensive advertis- 
ing, and good public relations. Though treading 
gently, Mr. Bright appears to believe that re- 
cent governmental antitrust action will have a 
generally beneficial effect upon the industry by 
increasing the degree of competition. With the 
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same goal in mind, he favors the sponsoring of a 
stronger group of medium-sized and small pro- 
ducers. This can be accomplished, in his view, 
by continued appropriate antitrus: actions, by 
federal governmental aid to small business, and 
through selective modifications in the applica- 
tion and operation of the patent system. On 
General Electric’s relationships with foreign 
electric-lamp cartels and their economic and 
technical policies the author seems to render 
unfavorable judgment, a position, incidentally, 
not difficult for his readers to share. On the 
subject of tariff restrictions Mr. Bright con- 
cludes, on the basis of the age, size, and ability 
of domestic manufacturing firms, that there is no 
present justification for tariff protection of the 
American lamp industry. “A revenue tariff of 
not more than 1o per cent would seem much 
more reasonable.” 

For more than fifty years economists, statis- 
ticians, and scientists, generally, have been sys- 
tematically amassing and assembling, through 
private and public research projects, basic facts 
concerning the growth and position of the Amer- 
ican economic system. In spite of all the effort so 
far expended, however, we still know far too 
little of the salient characteristics of the econ- 
omy in which we live. Thus the numerous and 
diverse industry studies that have been appear- 
ing in welcome abundance in recent years con- 
stitute a necessary and valuable contribution to 
the scientific literature of our economic world. 
Mr. Bright’s study of the electric-lamp industry 
is a solid and workman-like addition to this lit- 
erature. The volume obviously represents much 
time-consuming research, painstaking assembly 
of a broad range of material, and careful analysis 
of data. It should be of interest to students of 
industrial history and of the process of tech- 
nological change and invention as well as to 
many in the electric-lamp industry itself. 


PEARCE Davis 
lllinois Institute of Technology 
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